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MONDAY, MAY 23, 1960 
U.S. SENATE, 


SUBCOMMITTEE ON PROCUREMENT, 
OF THE COMMITTEE ON ARMED SERVICES, 
Washington, D.C. 

The Procurment Subcommittee (composed of Senators Thurmond 
(Chairman), Stennis, Ervin, Cannon, Saltonstall, and Bush) met, 
pursuant to call, at 10 a.m., in room 212, Senate Office Building, Sena- 
tor Strom Thurmond presiding. 

Also present: Harry L. Wingate, Jr., chief clerk, and William H. 
Darden, of the committee staff. 

Senator THurmonp. The subcommittee will come to order. The 
first witness this morning is Hon. Thomas Coggeshall, Chairman of 
the Renegotiation Board. 

Jurisdiction over renegotiation has been exercised in the Senate 
by the Committee on Finance. This subcommittee is not required 
to make any finding respecting the desirability of continuing rene- 
gotiation. 

In fact, a study of renegotiation is to be made by the Joint Com- 
mittee on Internal Revenue Taxation after the Armed Services Com- 
mittees present their reports on military procurement. 

The Chair thought, however, that Mr. Coggeshall might be in a 
position to give us information based on renegotiation actions that 
would indicate results of the different types of contractual instruments 
used by the Department of Defense, at least in the profit area. 

Mr. Coggeshall indicated his willingness to testify on this subject 
and we welcome him here this morning. Mr. Coggeshall, I believe 
you have a statement. 

If you will proceed with this, there will then be questions from the 
subcommittee members. 


STATEMENT OF THOMAS COGGESHALL, CHAIRMAN, RENEGOTIA- 
TION BOARD; ACCOMPANIED BY HOWARD W. FENSTERSTOCK, 
GENERAL COUNSEL; AND JACK N. NELSON, EXECUTIVE ASSIST- 
ANT TO THE CHAIRMAN 


Mr. CoccrsHauu. I am pleased to respond to the request of your 
chairman to testify before this subcommittee as it proceeds with its 
study of military procurement policies and practices. 

As you perhaps know, the Renegotiation Act of 1951, under which 
we operate, provides for fiscal year renegotiation. Renegotiation, 
therefore, is conducted not with respect to individual contracts, but 
with respect to the aggregate receipts or accruals of a contractor 
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under all renegotiable contracts and subcontracts in an entire fiscal] 
year of the contractor. 

For this reason, generally speaking, the Board does not receive 
from contractors figures showing, in terms of costs, prices and profits, 
the results of performing specific individual contracts. Thus, the 
Board has little individual contract information of this type. In its 
records, contracts that have been renegotiated are reflected on a figca] 
year basis only. 

Of course, in the process of reviewing a contractor’s renegotiab)e 
business for a fiscal year we are informed of the results, during that 
year, of the contractor’s performance under each of the various types 
of contracts it may have. Thus, if the contractor performed under 
fixed-price, CPFF and redeterminable contracts in the year being re- 
viewed, we would have its sales, costs, and profits on each of these 
types of contracts for that year. But this, again, is not individual 
contract data; it is data by contract types, and then only on a fiscal 
year basis. 

You will appreciate, I am sure, the limitation that the fiscal year 
approach to renegotiation places upon the Board in its effort to co- 
operate with this subcommittee by presenting useful and informative 
material, 

After consultation with members of the staff of the subcommittee, 
we have concluded that, despite the limitations I have outlined, the 
data that we can present may be helpful to the subcommittee as a 
supplement to any contract data obtained by the subcommittee from 
procurement officials. 

We have made a study of 25 contractors whose total refunds through 
December 31, 1959, were the highest under the Renegotiation Act of 
1951, as amended and extended. These refunds represented Board 
determinations in 98 separate renegotiation proceedings, each for an 
individual fiscal year of the contractor involved. Fiscal periods of 
these contractors in which no excessive profits were determined were 
excluded. 

Before renegotiation, the total renegotiable sales, profits, and aver- 
age profit percentages developed in this study are, as follows: 
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Sales Profits 
| 
ra | | 

Millions Percent Millions Percent 

of total | of sales 
Fixed price_------ acids = lala n $4, 258. 2 16.6 $780. 1 18.3 
Price redetermination. --.-.....-....---.---- 9, 175.4 35.8 973.8 10.6 
ee ee ee od. wen ee icine 4,111.1 16.0 200.0 4.9 
Biged mere inoenkive. ...5...+-2, ~~. 402. ek - 2k 7, 976.7 31.1 702. 9 8.8 
I ic ian itera ides 7 cca = 118.6 4 6.3 5.3 
Other 2__- Pieacustutgnntens te i oh aeeiateicn 16.2 1 13.4 82.7 
BE cieciiieene Paiste wicca tas ane 25, 656. 2 100.0 2, 676.5 10.4 








1 Cost-plus-a-fixed-fee and cost-plus-incentive-fee. 

2 Consists primarily of fees. 

*The above tabulation excludes billings under no-fee facility contracts of $1,235.2 
million; however, the losses of approximately three-quarters of a million dollars thereon 
have been deducted from profits on line “‘Other.” 


In renegotiation proceedings involving these figures, the Board 
made 98 determinations of excessive profits in the aggregate amount 
of $354.4 million. These represented 2.9 percent in number of all re- 
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fund determinations made by the Board, but they represented 43.2 
recent in dollars of total] refunds determined. 

Viewed in relation to the total renegotiable sales and profits upon 
which they were based, the refund determinations represent 1.6 per- 
cent of sales and 15 percent of profits. The renegotiable sales in- 
cluded in the study were $26 billion. In the same renegotiation pro- 
ceedings the nonrenegotiable business of the same contractors was 
$71 billion—representing a total sales volume of $97 billion. 

It must be remembered that the profit percentages mentioned con- 
stitute average percentages of profits realized by these contractors; 
the extremes are not shown. 

The contractors involved in this study are broadly representative of 
the major contractors engaged in defense work. The products they 
manufacture include airframes, aircraft engines and other parts, 
machine tools, chemicals, tires, aluminum, ete. 

In considering the results of our study, it is well to recognize clearly 
just what these figures show and what they do not show. 

Insofar as they reflect large volume performance under different 
types of contracts over a period of years, they do indicate the average 
percentages and amounts of profits resulting from performance in 
each category. 

They also indicate that substantial excessive profits have been de- 
termined by the Renegotiation Board in respect of each of the 25 con- 
tractors involved. What the figures do not show, however, is why 
the Board made such determinations, or whether the profits realized 
from any particular contract or type of contract were reasonable or 
excessive, 

In the Board’s experience, every type of contract considered in this 
study has been found.in individual instances to yield excessive profits 
under the factors prescribed in the Renegotiation Act. But one can- 
not draw a valid conclusion about the reasonableness of profits with- 
out a vast amount of information in addition to the bare sales, cost, 
and profit figures. 

The Renegotiation Act wisely requires the Board to consider such 
information under the statutory factors set forth therein. The lan- 
guage of the statute itself is as revealing on this point as any explana- 
tion ITcould make. The act provides as follows: 

** * In determining excessive profits, favorable recognition must be given 
to the efficiency of the contractor or subcontractor, with particular regard to 
attainment of quantity and quality production, reduction of costs, and economy 
in the use of materials, facilities, and manpower; and, in addition, there shall 
be taken into consideration the following factors: 

(1) Reasonableness of costs and profits, with particular regard to volume of 
production, normal earnings, and comparison of war and peacetime products; 

(2) The net worth, with particular regard to the amount and source of pub- 
lic and private capital employed. 

(3) Extent of risk assumed, including the disk incident to reasonable 
pricing policies; 

(4) Nature and extent of contribution to the defense effort, including inven- 
tive and developmental contribution and cooperation with the Government and 
other contractors in supplying technical assistance; 

(5) Character of business, including source and nature of materials, com- 
plexity of manufacturing technique, character and extent of subcontracting, 
and rate of turnover. 

_ Obviously under this statutory mandate the type of contract used 
in a procurement is important. Among other things, it bears directly 
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upon the extent of risk assumed by the contractor. It is equally 
obvious that other factors must be considered. 

For example, other things being equal, a margin of profit. con- 
sidered reasonable for a million dollar order might generate unrea. 
sonable profits if applied to a hundred million dollar contract: or 
profits considered reasonable for a hundred million dollar contra 
for a contractor furnishing all its own capital, might be unreasonable 
if, say, two-thirds of its capital, equipment. and facilities were fur- 
nished by the Government. These are only a few illustrations of 
the kind of factual information that is significant in the Board’s 
determinations. The factors themselves will readily suggest many 
others to you. 

This brief and partial explanation of how renegotiation works 
is presented, as I have said, for the purpose of demonstrating what 
the figures I have given you do not and cannot reveal. 

Determinations of excessive profits under the Renegotiation Act 
of 1951 and its predecessor renegotiation acts, going back to World 
War II, are the result of judgment exercised under the discipline 
of the statutory factors. If similar standards are to be applied by 
the subcommittee in evaluating the efficacy of particular contractin; 
techniques, then extensive factual material of the kind I have ci 
must be considered along with the figures I have given you showing 
sales, costs, and profits according to types of contracts. 

I have pointed out that every type of contract considered in this 
study has been found in individual instances to yield excessive profits. 
This has happened because inherent in each type of contract, and 
indeed in all contracting, is an evaluation of future events, conditions, 
and developments. 

Obviously, the future cannot always be forecast accurately. All 
that can be expected is an honest, competent judgment based upon 
all available information. 

Let me illustrate this proposition as applied to the four predominant 
types of procurement contracts. 

A typical fixed-price contract contains a price set before any per- 
formance under the contract is undertaken. The price is based 100 
percent upon an evaluation of future events. If this evaluation is 
correct, the contract will yield the anticipated profits; if it is in- 
accurate, the result will be different. 

For example, if the cost of materials, labor or overhead goes up 
after the contract price is set, the contract may result in a loss or 
a low profit. Conversely, if the cost of labor, materials or overhead 
falls below that anticipated in setting the contract price, the contract 
will yield higher profits than originally intended. 

Such profits may be excessive. Or the contract price may include 
substantial provision for contingencies which do not, in fact, occur dur- 
ing performance, resulting in a windfall which may amount to exces- 
sive profits. 

Even the cost-plus-a-fixed-fee contract is vulnerable because it, too, 
is based on a forecast of future developments. The fixed fee is of nec- 
essity set on the basis of the work to be done under the contract or, in 
other words, the cost to be incurred under the contract. 

It may develop that the actual costs incurred are substantially less 
than those anticipated. Insuch a case, since the fee remains fixed even 
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though it was based in part upon costs never actually incurred, the 
result may be excessive profits. ’ hie HlON 

Under a contract providing for a price redetermination, the price is 
redetermined after a specified percentage of the contract has been per- 
formed. The redetermination is based upon costs already incurred 
and estimated costs to be incurred, with the redetermined price or 
prices made oe both retroactively and prospectively. 

Here, too, if after redetermination the costs are lower than estimated, 
excessive profits could result. ' 

Let me pause at this point to make one thing clear. By no means 
am I implying that whenever actual costs are less than anticipated costs 
in the performance of any of these contracts, the difference automati- 
cally represents excessive profits in the contractor’s hands. ra 

Nothing could be further from my intention, or from the thinking 
of the Renegotiation Board, or from the truth. No determination of 
excessive profits is ever made in renegotiation except after considera- 
tion of all relevant facts and circumstances in the light of the judgment 
factors prescribed in the statute. 

My sole purpose in reviewing the major types of procurement con- 
tracts at this time is to illustrate, for the benefit of the subcommittee, 
some of the many ways in which excessive profits may be realized from 
any of such contracts. I assure you, however, that there is nothing 
automatic or mechanical in the renegotiation consequences of such hap- 

nings. You may be sure, too, that when cost reductions are shown 
by the contractor to have been achieved by means entitling him to 
favorable consideration for his efforts, such consideration is willingly 
accorded by the Board. 

I proceed now to the incentive-type contract, which is a good deal 
more complicated than any of the other contractual forms. <A brief ex- 

lanation of the nature and operation of this type of contract may be 
helpful at the outset of my analysis. 

In atypical contract of this type, a tentative target cost is established 
when the contract is first negotiated. The final target cost is nego- 
tiated at a later date, after a portion of the contract has been per- 
formed, and is based upon already incurred costs and estimated future 
costs. 

A target profit is also negotiated, representing the reward deemed 
reasonable for performance of the contract if the target cost should 
prove to be the actual cost. The target price is the sum of the target 
cost and the target profit, and this price is applied both retroactively 
and prospectively to all units delivered under the contract. If the final 
cost of performing the contract proves to be less than the estimated or 
target cost, the contractor and the Government share the cost savings 
on the basis of a previously negotiated formula, usually 20 percent to 
the contractor and 80 percent to the Government. Conversely, an 
overrun of the target cost reduces the contractor’s profit. 

In the incentive contract, the incentive formula operates automati- 
cally whenever costs are less than estimated and without reference 
to the reasons therefor. 

It is obvious, then, that for reasons wholly unrelated to the contrac- 
tor’s efficiency the contract may yield greater profits than could rea- 
sonably have been foreseen. Such profits may be due to erroneous 
estimates of target costs; they may also arise from unanticipated cost 
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savings attributable to the impact of additional defense production 
volume, from lowered market prices of materials, or from other ex- 
trinsic causes. 

These possibilities, particularly the difficulty of evaluating target 
cost estimates, have been well stated in a subcommittee staff report 
submitted to the House Committee on Appropriations in 1957 (Hear- 
ings before the Subcommittee on Department of Defense Appropria- 
tions, House of Representatives, 84th Cong., 2d sess. 22(1957) ), the 
so-called Mahon committee: 


The staff focused its contract review efforts in the area of cost plus fixed 
fee, fixed-price incentive, and fixed-price redetermination types of contract, 
There is no essential difference in the basic problems involved in these type con- 
tracts. All three are based on estimated targets. These estimates are developed 
and furnished by the prospective contractors, usually in case of military 
items—on rather vague or often incomplete specifications. The major weakness 
in the system is the Government’s inability to evaluate the estimate. 

All estimates have contingencies. It is this area that is difficult for any 
Government negotiator to evaluate. If the negotiator had access to the con- 
tractor’s working papers of estimates, some realistic evaluation could be made 
of the contractor’s figures. No issue, however, is ever made of this area and the 
contractor has a tremendous advantage at the negotiating table. 

The only area of continual evaluation is the profit area. The Government 
negotiator battles continuously to better his position in the profit area, but since 
he does not have access, other than indirectly, to the major cost factors of labor 
and engineering overhead on which the profit is based, he is working in a vacuum 
of statistical ratios where slight errors of judgment or evaluation lead to sizable 
increases of profits to contractors. In the subcontracting area there appears to 
be even less control of cost. 


In a word, an incentive-type contract may yield excessive profits 
because of unexpected decreases in the cost of purchased items con- 
sidered in setting the final target or because of the human errors in 
estimating the future costs which entered into that calculation, 

It is of the utmost importance to recognize that in either case the 
contractor has been allowed, at target time, some costs which he will 
not ever in fact incur under the contract, together with a profit there- 
on; and then in the final reckoning he receives a bonus under the in- 
centive formula for not having incurred them. 

This is truly a windfall. It can hardly be claimed that the con- 
tractor’s efficiency (he might even be inefficient) has played any part 
in his enrichment. He has done nothing more than show a decrease 
in costs that were overstated or overestimated in the first: place. 

It is apparent, too, that just as the incentive profits in such a case 
may be excessive, the target profits may be excessive by force of the 
same circumstance. That is, if the target cost is higher than is war- 
ranted by the ultimate facts, the target profit based thereon will like- 
wise be higher than warranted. In the final analysis, when excessive 
profits are found in incentive contracts, they are found because of cir- 
cumstances that necessarily affect the contractor’s entire profit thereon. 

Mr. Chairman, I have explained at some length how unintended 
profits may arise in the chief forms of procurement contracts, and how 
excessive profits are determined by the Renegotiation Board under 
the provisions of the Renegotiation Act. 

Against this background, I should like to return to the figures with 
which I opened my statement. I believe we are now in a better posi- 
tion to interpret those figures. 

You will recall that our study of 25 major defense contractors re+ 
vealed that, on the basis of the return on sales alone, profits before 
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yenegotiation decreased gradually with the lessening of the contrac- 
tor’s risk of loss or low profit, as reflected in the form of contract used. 

Thus, the study shows an 18.3-percent profit on sales under fixed- 

rice contracts; a 10.6-percent profit under price redetermination con- 
tracts; an 8.8-percent profit under incentive contracts; and a 4.9-per- 
cent price under CPFF and CPIF contracts. _ 

The pattern is clear—a reduction in the margin of profit accompany- 
ing a reduction in the risk assumed by the contractor. I shall not 
enlarge in this statement upon the nature of these variations in risk; 
they are either too self-evident or too well known. 

I do desire, however, to call to your attention at least one other tradi- 
tional method of measuring profits which can be developed mathe- 
matically and reflected in statistical data. 

I have reference to the return on net worth; that is, the ratio of 
profits to net worth for a given year. Under mall -secogmiand, DB 
ciples of financial analysis, this method of measuring profits is signifi- 
cant. It is at least of equal importance with the return on sales as a 
measure of profits. By their revealing interplay the two measures 
complement each other. Together they form the classic gage of the 
investor, the banker, and the financial analyst for the measurement. of 

rofits. 

: The interdependence of these two profit indexes, return on sales and 
return on net worth, is perhaps best illustrated by examining the 
results of our study with respect to incentive contracts on the one 
hand and fixed-price and price redetermination contracts on the other. 

The latter yielded average returns of 18.3 percent and 10.6 percent 
on sales, as against only 8.8 percent for incentive contracts. Standing 
alone, this comparison would seem to offer the Government a distinct 
and substantial advantage from the use of the incentive contract. 

But let us test this surface conclusion in the light of the counter- 
balancing considerations suggested by the concept of return on net 
worth. 

Experience shows, first, that through 1955 the incentive contract was 
used mostly—and for our 25 contractors, exclusively—for the pro- 
curement of aircraft and missiles; secondly, that the contractors in 
this category were heavily supplied with Government equipment 
and facilities for the conduct of their operations. 

Since these contractors were largely protected from risk by the 
very form of their principal contractual instrument, and since the 
proportion of their own fixed assets to those supplied by the Govern- 
ment was so much smaller than in the case of contractors performing 
fixed-price or price redetermination contracts, it was to be expected 
that the return on sales of the incentive contractors would be lower 
than that enjoyed by such other contractors. 

But in respect of return on net worth, to the extent allocated to 
renegotiable business, the scales were found to tip the other way: the 
incentive contractors realized overall a far greater return on allocated 
net worth than the fixed-price and price redetermination contractors. 

Specifically, for the years included in our study, the aircraft and 
missile contractors, using incentive contracts predominantly (66.7 
percent) and accounting for $8 billion of sales thereunder, and sup- 
plied to the extent of approximately 67 percent with Government 
facilities, realized profits amounting to 71.3 percent of the total net 
worth allocated to renegotiable production, 
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During the same period the remaining contractors of the 25 studied, 
who used mostly their own facilities, and whose sales were made pre. 
dominantly (95 percent) under fixed-price and price redetermination 
contracts, realized only 42.6 percent of the total net worth allocated 
to renegotiable production during the study period. 

This constitutes a complete reversal of our initial pattern, which 
saw the contractor’s return on sales from the different contract types 
declining as his risk thereunder declined. 

Here, measuring profits by return on net worth, we find that in 
actual usage, at least through 1955, the incentive contract, although 
involving less risk of loss to the contractor than the fixed-price or 
price redetermination contract, yielded him substantially greater mar- 
gins of profit as a consequence of the fact that more than two-thirds 
of the equipment and facilities that he utilized in his production did 
not represent his own investment but were supplied by the Govern- 
ment. 

When one recognizes that the aircraft and missile contractors work 
predominantly under a low-risk form of contract—the incentive con- 
tract—and with $2 of facilities contributed by the Government to 
their every $1, it is apparent from their 71.3 percent return on net 
worth that the incentive contract may not be quite as good a bargain 
for the Government as their 8.8-percent return on sales from such 
contracts would seem to indicate. 

To sum up: From our unique vantage point, it is manifest, and we 
have seen it happen, that under any form of contract in current use a 
contractor may realize greater profits than were originally contem- 
plated. We have also found that such unintended profits, when con- 
sidered under the judgment factors prescribed in the Renegotiation 
Act, together with all other renegotiable business of the contractor 
in the same fiscal year, may require, or may increase, a determination 
of excessive profits. 

It is also our judgment, based upon this experience, that the in- 
centive contract is peculiarly susceptible of these results. It invites 
loose costing before the fixing of firm target prices, and it provides for 
the automatic and nondiscriminating expansion of profits from cost 
reductions occurring thereafter even for reasons unrelated to the 
contractor’s efficiency. 

Finally, the record shows that through 1955 the incentive contract 
was used mostly, if not exclusively, with contractors who performed 
with a preponderance of equipment and facilities contributed by the 
Government. 

As a result, what might seem to have been a low return for these con- 
tractors, measured in terms of sales as an index of their efforts, is 
found to represent a high return, measured in terms of net worth as an 
index of their investment. 

Mr. Chairman, I have presented these facts and these comments on 
behalf of the Renegotiation Board in an effort to be helpful to the 
subcommittee. I do not profess to know or purport to suggest that 
one form of contract is better than another or is better adapted to the 
needs and circumstances of a particular procurements than another} 
the representatives of the Department of Defense are far better 
equipped than I, or than my Board, to pass upon such matters. 

I can go no further than to express, for whatever value it may be, 
our negative conclusion that no one form of contract has proved itself 
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certain to produce fair and reasonable profits and to avoid excessive 

s. 
litaxving. degrees, all forms of contract are susceptible of mis- 
carrying In this respect. 

[am confident that the Department of Defense is endeavoring to do 
everything within reach of existing intelligence and ingenuity to se- 
lect the right type of contract for each job to be done and to negotiate 
prices and other terms calculated to promote our common goal of effec- 
tive and economical procurement. be 

I shall be pleased, of course, to answer, to the best of my ability, any 
questions you desire to ask. Ke 

Senator THurMoNp. Mr. Coggeshall, the statistical summary that 
you furnished the subcommittee earlier shows that fixed-price con- 
tracts have resulted in the highest rate of profit, that cost-plus-fixed- 
fee contracts have resulted in the lowest profit rate, and that the other 
types of contracts have produced profit percentages that are inter- 
mediate between these two types. 

In the 1959 hearings before the House Ways and Means Committee 
on extension of the Renegotiation Act, letters from the Renegotiation 
Board to three large aircraft companies explaining renegotiation ac- 
tions for 1953 and 1954 were inserted. 

These letters indicate in each instance that incentive contracts 
with these companies resulted in profit rates that were higher than 
profit rates on the relatively small part of the business done under 
fixed-price contracts. 

Would you speculate on why the results in those specific instances 
apparently varied from the results of the overall statistical summary 
that you have furnished ¢ 

Mr. CocGrEsHALL. Yes. 

It will have to be partly speculation, though not entirely, Mr. 
Chairman. 

In the case of those companies—I have forgotten which ones they 
were—where we did show the letters, it was very incidental business, 
a kind of catchall for some spare parts—this, that, and the other. It 
was not representative actually. Whereas in the case of those of 
the 25 contractors whose fixed-price business we have drawn on, the 
fixed price in those cases predominated, the companies operating, as I 
stated in my paper, largely, almost entirely with their own plant, their 
own facilities—remember, these were the leading companies paying 
the largest refunds, and the 18 percent at which they came in on the 
average didn’t stand up after renegotiation. 

They were people in the chemical field, for example. I can’t give 
their exact names, because no one of those 18 companies ever failed to 
enter into an agreement with us or to satisfy an order without going to 
the Tax Court, and therefore it is not public property, as you under- 
stand. 

They represented two or three of the great leading chemical com- 
panies, and it is, of course, recognized that the turnover on net worth 
in a great chemical company is very seldom—the turnover is very low, 
somewhere a little over 1 time up to 114. 

That. means that with every $100 million of sales there is nearly 
$100 million investment of the company’s own money, its stockholders’ 
money, either subscribed to begin with or built up over the years 
through surplus and so forth. Therefore, a return of 18 percent on 
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sales would seldom mean more than—with those chemical companies— 
much more than 20 percent on net worth, all these figures being prior 
to taxes. 

Some of the aluminum companies are in there with an enormous 
investment of their own and with no Government facilities. 

Some of the great machine tool companies—now, they didn’t have 
Government facilities, but their net worth, their investment, wasn’t as 
big perhaps; it certainly wasn’t as large as the chemical companies, 
And so their return on investment was rather higher. 

This is all a merged figure. Does that satisfy you, Mr. Chairman? 

Senator THurmonp. We are glad to get that information. We are 
glad to get your opinion on the matter. 

Earlier this year representatives of the Department of Defense in- 
dicated to the subcommittee that procurement procedures are con- 
stantly being refined and improved. 

Could you give us any information on whether contracts in recent 
years have been more carefully negotiated and administered than in 
former years ¢ 

Mr. CoeersHaty. I am very happy to say that I have seen what the 
Defense Department has been doing in the military departments; and 
when I say I am “happy,” I am gratified because we are working to 
the same end. 

I think, of course, these years through 1955, and there are some 
things in 1956 in these figures—the years through 1955-56 represented 
the heavy contracting that originated at the outset of the Korean hos- 
tilities, enormous increase in Defense procurement from the appro- 
priation for hardware as I remember it in 1949 or 1950. The hard- 
ware authorized by the Congress was about $6 billion for the total 
Defense Department. 

And it leaped to $20, $25, or $30 billion thereafter. Contracts were 
let out almost as out of a machine, like meat coming out of a grinder. 

I think it accounted for a great deal of the excessive profits which 
we found when we reviewed those years. As we get into the year 1956 
and the year 1957 of the great contractors, we see the results of im- 
proved contracting. Quite often, they are very much in line with 
findings we have made. They are very much in line with where con- 
tractors have been left after renegotiation by the Renegotiation Board, 
and in some instances it is below the level which we considered fair 
and reasonable. 

We haven’t examined far beyond 1957. We just assume that this 
situation is still obtaining. You know, contractors aren’t called on to 
file with us until 4 months after the close of the year, and when I say 
that we have got largely through 1957, that means contractors who 
were due to file by May 1, 1958. 

A large number get extensions because their tax returns haven’t 
been completed or their audit statement has not been completed. 

We have a year to commence renegotiation after the contractor's 
filing has been made and 2 years under the statute to complete. 

Now, we are trying to get that time shortened to be well within 
the outside limits. So I can speak only with authority through the 
year 1957. 

’ Senator Tuurmonp. If these data on 25 contractors reflect the 
highest refund actions, could you estimate how these data compare 
with the average of all contracts coming under your review? 


M 
Jeng 
D 


over 
fere 
cont 

It 
weils 
trad 
it is 
goil 
stoc 

It 
wou 
ora 
; S 
first 
com 

S 
sub 
wel 

N 
pen 
pan 
cles 
pro 
at t 

& 


‘ 
stu 

) 
a 5: 

. 
atic 
lim 
ins' 

} 
cou 
the 
cat 
tiv 
has 

< 


h 


Ty 


tha 


4 


¢ 
ges 

: 
thr 

7 
wa 
clo 


Bo 


4 
’ 


—_ ++ we + 


“se 


— Ne 


S 4 


PROCUREMENT STUDY 127 


Mr. Coccrsuaty. I have had an analysis made, but it would be too 
lengthy to give to this committee as it is in the rough. 

Down through the first 100 contractors, with refunds aggregatin 
over a million dollars each, the results would be very, very little dif- 
ferent. The return on the fixed price would be less, on the fixed-price 
contracts. 

It would be nearer 15 to 16 percent, because the highest were 
weighted pretty heavily by companies in the chemical field where 
traditionally the return on sales is high, and must be high because 
it is no higher or very little higher on their investment if they are 
going to go to the market and raise money or to have people buy their 
stocks. 

It is the same in the aluminum field and so forth. The incentive 
would be practically no different. The redeterminable would be 
practically no different, and also the CPFF. 

So when I made my study, we decided that we could stop at the 
first 25 for the benefit of your subcommittee and also the House sub- 
committee. 

Senator THurmonp. Would the data that you have furnished be 
substantially different if years in which no refunds were determined 
were included ? 

Mr. CoccrsuHatu. Not for the principal companies, sir. It so hap- 
pens—as I say, I am very interested where most of these big com- 
panies are coming out, where we are now clearing, they are being 
cleared at a point, or so close to a point, at which we found reasonable 
profits stopped and excessive profits began, that we are very gratified 
at this confirmation of our judgment, very gratified. 

Senator TuHurmonp. What years of production does the statistical 
study cover ? 

Mr. CoccrsHatt. Through 1955. That is commencing with 1951, 
a 5-year study. 

Senator Tirurmonp. Mr. Coggeshall, do you have any recommend- 
ations to make to the subcommittee on whether further statutory 
limitations should be imposed on the use.of any of the contractual 
instruments now being used ? 

Mr. CoacrsHati. No, sir, I have not, neither I nor my board. Of 
course, as I say, we come in after the event. We see the results on 
the merged contracts. We do examine, as I said, we put in different 
categories what I call the spokes of the wheel, the fixed price, incen- 
tive, redetermination, and CPFF. I think each and every instrument 
has its place. 

Senator Tuurmonp. I think that is about all the questions I have. 
I wish to thank you for your presence here and the enlightenment 
that has been given the subcommittee. 

Mr. Cogersuaun. I have enjoyed being here, Mr. Chairman. 

Senator Tuurmonp. Mr. Coggeshall, just a minute. Counsel sug- 
gested I ask you this question: 

Do not the contractors’ reports of renegotiable business from 1956 
through 1959, as published by the Board, show decreasing profits? 

Mr. CoccrsHatu. Yes, that is what I said. There is a tendency to- 
ward decreasing profits. The results of contracting are much more 
closely in line with the thinking indulged in by the Renegotiation 
Board in prior years. 

Senator Tuurmonp. Thank you. 
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The next witness is the Honorable Courtney Johnson, Assistant Sec- 
retary of the Army for Logistics. I believe he is accompanied b 
Brig. Gen. F, J. McMorrow, Director of Procurement in the Office of 
the Deputy Chief of Staff for Logistics. 

Secretary Johnson, we are pleased to have you and General McMor- 
row. I understand you have a prepared statement, and you may pro- 
ceed with your statement. 


STATEMENT OF COURTNEY JOHNSON, ASSISTANT SECRETARY oF 
THE ARMY FOR LOGISTICS; ACCOMPANIED BY BRIG. GEN, F. J, 
McMORROW, DIRECTOR OF PROCUREMENT, IN THE OFFICE oF 
THE DEPUTY CHIEF OF STAFF FOR LOGISTICS; AND EMANUEL 
KINTISCH, CHIEF, REGULATIONS SECTION, PROCUREMENT 
DIVISION, OFFICE, DEPUTY CHIEF OF STAFF FOR LOGISTICS 


Mr. Jounson. Mr. Emanuel Kintisch is also with me. He js a 
member of the policy group in the Office of the Deputy Chief of Staff 
for Logistics. 

Senator TuHurmMonp. We are pleased to have him here. 

Mr. Jounson. Mr. Chairman and members of the committee, I ap- 
preciate the opportunity to appear before your subcommittee in re- 
sponse to the invitation contained in your letter of April 7, 1960, to 
discuss the procurement policies and practices of the Department of 
the Army in connection with your aiscdenniitten’s study as provided 
in Public Law 86-89. 

The statement made to your committee on February 8th and 9th by 
Mr. McGuire and members of his staff is a very fine statement of the 
defensewide policies and procedures. I am happy that the Depart- 
ment of the Army had a hand in the preparation of this statement, as 
you noted at page 116 of your hearings. 

It is my purpose today to furnish to your subcommittee information 
which will supplement that presented in February and which will 
apply more particularly to the Department of the Army. 

I will highlight some of our practices which affect the reasonable- 
ness of the prices paid by us as well as the cost and profits of our 
contractors, 

Among the topics to which I will address myself are the Army’s 
experience in advertising its procurement contracts; our efforts and 
experience in the negotiation of reasonable rates of profits and fees; 
the place of auditors in Army procurement; the use of price redeter- 

minable contracts; our efforts to increase competition by use of the 
breakout program; and the efforts to increase the proficiency of our 
procurement personnel through regular and continuous training 
programs. 

As you know, the objective in military procurement is to acquire 
the supplies and services required for defense purposes, where and 
when they are needed, at the least cost to the Government, price, 
quality, and other factors considered. It is our aim in accomplishing 
this objective to obtain maximum competition among prospective sup- 
pliers to the maximum extent practicable and to assure the reason- 
ableness of the prices paid. 
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ADVERTISED AND NEGOTIATED PROCUREMENT 


It has often been stated that. 95 percent of our contract actions are 
made without advertising and only 5 percent are accomplished with 
the use of advertising. We are often asked why we do not advertise 
more, and why it is necessary for so large a portion of our contracts 
to be awarded by negotiation. 

In order to put this figure of 95 percent in its proper perspective, 
I believe that you should have an understanding of what constitutes 
the bulk of the Army’s procurement actions. 

May I state here, Mr. Chairman, that last. year the Army had 2,- 
865,000 procurement actions. 

Department of Defense procurement reports for the fiscal year 1959 
show that 80.7 percent of the Army’s contractual actions were for 
small purchases, that is $2,500 or less, which in the main are off-the- 
shelf items, for which advertising procedures are recognized to be 
inappropriate. Another 11.3 percent were oversea purchases and 1.6 
percent were for subsistence. The balance of negotiated procurement 
actions thus becomes only 2.3 percent as against 4.1 percent awarded 
by advertising. This that I have been discussing is the number of 
actions involved. 

In terms of dollars, contracts awarded by the Army by use of ad- 
vertising during fiscal year 1959 amounted to 26 percent of the total 
$5.5 billion obligated. 

The balance of this procurement was by negotiation; however, al- 
most one-half of the negotiated procurements were competitive and 
the bulk of the other half were tahemcbn procurements with contrac- 
tors whose initial contracts were likewise awarded as the result of 
competition. 

The highly complex missile and electronic programs on which we 
spend about 38 percent of our money do not lend themselves to pre? 
curement by advertising. The Army’s missile program on the whole 
is in that stage of development in which procurement is still neces- 
sarily made to the largest extent from the system prime contractor. 

Nevertheless, even here, we break out such items and components 
as are possible of competitive procurement by the system prime con- 
tractor, or by the Government using either formal advertising or 
negotiation. This breakout program, about which I will speak later, 
continues to increase the trend toward more competition and more 
advertised procurement in the procurement of complex material and 
their parts and components. 

Mr. Chairman, may I interject something here which is from my 
personal experience. I was for a considerable period of time a pur- 
chasing agent in the automotive industry many years ago, but in 
subsequent positions that I held, I followed purchasing closely. 

In the nearly 4 years that I have been at the Pentagon, I have heard 
many discussions about this question of advertised procurement and 
negotiated procurement, and I have tried to relate it to my own 
experiences in procuring for a commercial corporation, 

I think there is a relationship. 
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In the automotive industry there is some procurement that might be 
described as advertised procurement. This is procurement of those 
items which are so standardized in their nomenclature or specifications 
or analysis or dimensions that anyone can understand what you mean 

If you buy a piece of cold, rolled sheet steel, you give the size, the 
specification, the analysis and the finish. Any mill will understand 
what that is and they will furnish that type of product or something 
that may be ee for those very specifications. 

Likewise, all bolts, nuts, screws, washers, and what are called 
standard parts have specifications that anybody understands; or, gen- 
erally speaking, basic materials have specifications that anybody 
understands. 

That is the type of thing that is purchased in the automotive indus- 
try, and I believe in other industries also, by a process that is similar 
to the advertising procedure that the armed services use. 

In other words, they write the specifications out. They say how 
many they want; they say, “Send me back a bid;” they get the bid 
and they select the lowest-priced bid; and they buy it on that basis 
and there is no further discussion. 

However, on everything else, and this covers my own experience 
or anything that I have heard or know about the industry, the process 
is one which we would call in the services “negotiated” procurement, 
because the items which must be purchased are of such a nature that 
it is very difficult for these complicated items, parts, components, 
subassemblies, and so forth, it is very difficult to describe to another 
person either in language or in drawings exactly what you want. 

And it is found that it is necessary to have some conversation after 
the proposal is made, to negotiate, in other words, to talk about. This 
is the universal practice, because it is necessary. 

The difficulty arises in communications. On these very complicated 
items, it is almost impossible to tell another exactly what you want 
in the form of formalized writing and in the form of blueprints 
and drawings. And it iseven more impossible to tell, which is usually 
the case, a number of others so that they all understand exactly the 
same thing. 

When these proposals come back in industry and in the Government, 
we find that there are a number of people who are responding; that 
there are differences of understanding in almost every case as between 
various companies, and this has to be corrected by conversation or 
“negotiation,” as it is called. 

This doesn’t mean that the competition isn’t just as severe when 
you are doing this negotiating procedure. In fact, it is more severe. 
Tt is sometimes, I think, a very harsh kind of negotiated competition, 
because a company can come back and correct their bid. They can 
make it lower. They can correct mistakes that they have made, and 
so forth, so that the Government finally gets down to the lowest 
possible price with the most accurate understanding of what is to be 
esducsd. 

I simply wanted to inject that, Mr. Chairman, because it might 
be of some benefit in the considerations of the committee when you 
are thinking of advertised bidding and negotiated procurement. 
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SPECIFICATIONS AND DRAWINGS 


The Army is aggressively working to obtain and use drawings and 
specifications which will permit increased competition in its procure- 
ments. ‘The technical services of the Army have the responsibility 
for providing complete up-to-date specifications and associated draw- 
ings when required for the commodities for which they have logistic 
cognizance. . shunner 9 

We brought something over here which I think is interesting. 
These electronic data processing cards show the way that drawings 
are being filed. I think this is from the Signal Corps, but we use 
it also in missiles. These can be determined, located by automatic 
processes and photographed, so that you have here not an entirely 
new but a very interesting method of filing drawings. 

How many of these have we got, General? When I mention the 
number, I want you to visualize these instead of great big sheets 
of paper. 

The technique of microfilming this material and placing it on 
electronic data processing cards so that it is readily identifiable and 
quickly available for use when needed, is being increasingly adopted. 

All of the technical services recognize the importance of the prob- 
lem and have been doing something to solve it. For example, the 
Signal Corps by concentrated action over the last 2 years has brought 
up to date the review and processing of drawings received from 
contractors. The Ordnance Corps has adopted a system for uniform 
preparation of its drawings which makes them more useful in com- 

etitive procurement. The other technical services have similarly 

en active in this area. 

The Army is also participating in the defense standardization pro- 
gram which involves all three military departments, under which 
during the fiscal year 1961 current specifications will be revised and 
new specifications will be developed in approximately 4,000 project 
areas. 

General McMorrow tells me we have 800,000 of those drawings at 
Redstone alone, filed in this way on the missile programs. 

Senator THurmMonp. 800,000? 

Mr. Jounson. Yes, sir. 

Senator THurMonp. Do you think they will ever be used ? 

General McMorrow. Yes, sir, they are all the time. 

Mr. Jonnson. They are used all the time. You see, they represent 
some 21 active missile systems that we are now engaged in there, and 
many older missile systems on which we must preserve records for 
some time to come. 

When you consider the thousands and thousands and thousands of 
parts that are in missiles, and every one must have a drawing, you can 
see how that would multiply out into vast numbers. That is the reason 
that this process of microfilming is so important. Not only can you 
file your drawings in a much more limited space, but you can locate 
them much more quickly by mechanical means or electronic means. 

Senator THurmMonp. These drawings, now, did you say, are those 
in the development stage ¢ 
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Mr. Jonnson. No, sir. 

Senator Tuurmonp. Those that are in the completion stage? 

Mr. Jonnson. Both. You will have development drawings. | 
think they wouldn’t be microfilmed until the development drawings 
have reached a point where they are finally going to be used for pro- 
duction. 

So, in the main, I think the microfilmed drawings would be draw- 
ings for the production of missiles, the whole missile system. You 
have got not only the missile, itself, but the whole ground support sys- 
tem that goes with it. 

Senator THurmonp. How many drawings would you say you have 
on file that would relate to every part of one missile? 

Mr. Jonson. The only way I can tell you that is by the process 
of division. We have 21 missile systems and 800,000 drawings, so if 
my calculations are correct, we have about 40,000 drawings per mis- 
sile system. 

I don’t think they would run just that way. Some would have 
more than others. But that gives you some measure of what it 
might be. 


REASONABLE PRICES, PROFITS AND FEES 


As we have just seen, procurement by negotiation does not neces- 
sarily mean sole source or lack of competition. In our negotiation pro- 
cedure, it is the constant aim of the Army to negotiate fair and rea- 
sonable prices, keeping in mind not only the costs of the contractor, but 
also the market conditions at the time of the purchase. This in- 
volves a matter of sound business judgment, experience, and training. 
The contracting officer and his team of specialists play big roles im 
this phase of procurement. 

The contracting officer, together with his price analysts, engineers, 
technical and other specialists, carefully analyze the proposals and cost 
estimates submitted i prospective contractors to determine whether 
the proposed prices are reasonable. In addition, the contracting officer 
is required to obtain audit by Government personnel of contractors’ 
books and records and preaward surveys of contractors’ facilities, 
whenever these are necessary for the proper exercise of his judgment 
in a given situation. 

Among the things which are considered by the Army’s representa- 
tives in arriving at fair and reasonable prices, profits, and fees are: 
The type of contract used, that is, whether fixed price or cost reim- 
bursement ; the financial and other risks undertaken by the contractor 
in the performance of the contract; the character and extent of the 
contractor’s program for subcontracting and his plans for manufac- 
turing inhouse; the reliability of the contractor’s cost estimates, based 
upon our prior experience with him, if this is possible; the extent of 
Government assistance required to be furnished to the contractor, 
either in the form of financial assistance or production facilities; and 
finally, the possibility of benefits to the contractor resulting from the 
work to be performed. 

A recent survey by the technical services of the Army showed that 
the profits negotiated with contractors, where profit could be nego- 
tiated, amounted to from 7 to 10 percent on fixed price supply con- 
tracts; and the fixed fees on cost-plus-fixed-fee contracts varied but 
on the average were about 7 percent, well under the statutory limita- 
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tion of 15 percent for research and development contracts and 10 per- 
cent for other contracts. 

Whenever possible, the Army uses firm fixed price contracts. De- 

artment of Defense procurement statistics for fiscal year 1959 show 
that 56.8 percent of our procurement dollars in fiscal year 1959 were 
obligated by the Army under firm fixed price contracts and 6.5 per+ 
cent were placed under fixed rice redeterminable contracts. About 
36 percent of our funds were obligated under cost-reimbursement-type 
contracts, 82 percent with fixed fees and 4 percent (awarded mostly to 
colleges and universities) without any fee. 

Allowable costs are reimbursed under cost-reimbursement type con- 
tracts only to the extent that, upon audit they are found to be reason- 
able and allocable to the work performed. Under price redeterminable 
contracts, experienced costs are audited at the redetermination points, 
and revised prices are negotiated on the basis of such costs. 


AUDITING 


The necessity for the increased use of cost reimbursement type 
contratecs has required a more extensive use of the auditors of the 
Army Audit Agency and the auditing organizations of the other mili- 
tary departments. The need for obtaining and using complete, ac- 
curate, and timely cost information has long been recognized and has 
recently been emphasized even more. Auditing as an aid to accurate 
pricing has also been stressed to contracting officers. 

A comprehensive pamphlet was prepared to describe to contracting 
officers the auditing facilities available to them through the military 
auditing agencies. A copy of this pamphlet has been furnished to 
each contracting officer in the Department of the Army. 

As a result of this action, Army contracting officers have acquired 
a good understanding of the need for auditing services and their use- 
fulness in the negotiation and administration of contracts. This is 
another of our continuing efforts to assure efficient pricing practices 
in Army contracts. 


USE OF PRICE REDETERMINABLE CONTRACTS 


There are instances in which fixed price contracts are used, but firm 
fixed prices cannot be negotiated in the beginning. This sometimes 
happens when there is insufficient production experience at the outset, 
or the estimate of the low offeror or the only offeror exceeds the inde- 
pendent Government estimate, or there are contingencies included in 
the cost estimates which it is desirable to eliminate, or where other 
circumstances exist which require protection of the interests of the 
Government. 

When the redetermination point is reached in the performance of 
such a contract, the contracting officer takes into account in the ne- 
gotiation of a fair and reasonable revised price the costs incurred to 
that point and, among other things, the efficiency, economy, and in- 
genuity which the contractor has brought to bear in the performance 
of the contract. Estimates of future trends in costs are also con- 
sidered. The contractor’s skill and economy of performance is given 
full consideration in determining the ultimate price of the end item. 
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In other words, it might be said the amount of profit that he shall make 
is given full consideration. 

t has been found by experience that prices should be revised under 
price redeterminable clauses as soon as possible after the redetermina- 
tion point is reached. This places the contracting officer in a good 
bargaining position. For this purpose the Army has set 120 days ag 
a reasonable target and has used a vigorous followup to assure that 
prices are finalized without unreasonable delay. We have achieved 
excellent results in accomplishing this objective over the last 2 or 3 

ears. On June 30, 1957, there were outstanding 115 contracts which 

ad not been finalized within the Army’s desired objective of 120 days 
after the redetermination point was reached as compared to only 19 
such contracts on December 31, 1959. 

During fiscal year 1959, prices were finalized on 295 price redeter- 
minable contracts and an Army survey showed that there were out- 
standing at the end of the fiscal year 190 price redeterminable contracts 
valued at $300,000 or more, on which prices had not been finalized; 
145 of these had not yet reached the redetermination point and the 
remaining 45 were in various stages of processing. 


SURVEILLANCE OF ARMY PROCUREMENT 


Surveillance over the Army procurement program is exercised at 
all levels up to and including the level of the Secretary. 


DETERMINATIONS AND FINDINGS 


The Armed Services Procurement Act requires that the Secretaries 
of the military departments make determinations and findings to 
support negotiation of contracts under exceptions 11 through 16. 
Requests for such determinations are prepared by contracting officers 
at the buying office level and are submitted through channels for re- 
view and approval by intervening staff echelons and by me, as the 
Assistant Secretary of the Army for Logistics. Solicitations for 
proposals in these cases are not made until after I make the determina- 
tion that procurements may be made by negotiation. 

Each determination and finding contains statements which are 
necessary to satisfy the requirements of law. For this reason, it may 
appear to some that they are “stereotyped.” Besides the material 
necessary to satisfy statutory requirements, these determinations and 
findings set forth the ultimate facts which justify the determination 
in each case to proceed by negotiation rather than by formal advertis- 
ing. 
The accompanying papers actually set forth many more details than 
are included in the determinations and findings; and these are retained 
in the files of the headquarters offices of the chiefs of technical services, 
much like an accountant’s worksheets are retained in his files to sup- 

rt the conclusory statements he makes in the preparation of account- 
ing statements. 

In many cases, oral presentations are made to me by contracting 
officers and other procurement officials, and other ways are sometimes 


on by me of getting information to support the determinations which 
sign. 
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These determinations and findings are not mere pro forma actions. 
Each case is gone into thoroughly by the Army staff and by me. We 
do this to insure that the proposed procurements have been properly 

jJanned and that the requirements for them are actual and current. 

£557 proposed determinations and findings submitted for secretarial 
consideration between July 1, 1958, and April 30, 1960, 71 were 
rejected for one reason or another. 


REVIEW OF CONTRACTS 


The general authority to enter into contracts is delegated by me 
through the Deputy Chief of Staff for Logistics and the heads of pro- 
curing activities to contracting officers at the buying office level. The 
delegations to the lower echelons are progressively more and more 
limited in amount to assure review of large dollar value contracts at 
successively higher echelons within the Army. 

These successive reviews of proposed awards are accomplished by 

rocurement officials or review boards composed of technically quali- 
hed personnel. The purpose of these reviews is to assure that the 
overall business aspects of Army purchases have been given due con- 
sideration and that the resulting contracts represent the most realistic 
contracts which can be made in the best interest of the Government. 

The contracting officer who is the duly designated official authorized 
to enter into contracts in behalf of the United States is selected on the 
basis of his training, experience, judgment, and maturity. In the 
Department of the Army, contracts over $100,000 may be signed 
only by contracting officers of the grade of major or GS-12, or higher, 
with certain exceptions by special authorization. 

The contracting officer involved in the larger value procurement is 
assisted and supported by a team of experts, whose advice and counsel 
cover the entire procurement area. While the contracting officer en- 
gaged in the procurement of more complex equipment is required to 
be fully qualified, he is not expected to carry out his responsibility 
as the representative of the United States alone and without aid. 

Although all of the specialists who comprise the contracting officer’s 
team may not be involved in every procurement action, at one time or 
another each is called upon for his expert advice and guidance; and, 
as appropriate, they assist in the negotiation of the larger value con- 
tracts. After negotiations are completed by the contracting officer, 

ponceed awards are reviewed to assure that they comply with applica- 
le laws and regulations and are sound business transactions. 

Commanders of field central purchasing offices may generally ap- 
prove contracts up to $1 million. The heads of procuring activities, 
who are the chiefs of the technical services and the commanding gen- 
erals of the Zone of Interior and oversea armies, approve contracts up 
to stipulated sums which vary among the several activities. 

Proposed awards exceeding these amounts are reviewed and ap- 
proved by the Deputy Chief of Staff for Logistics. Certain larger 
contracts.and. contracts in stipulated areas are also brought to my at- 
tention. The very large contracts thus reach the highest levels in the 
Department of the Army for review and approval prior to award and 
execution of the contract. 
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And I would like to add there, Mr. Chairman, in those cases where 
I think it is appropriate, the very important contracts are also re- 
viewed by the Secretary of the Army. 

In sumary, depending upon differences in organization and the 
commodities being yeveueed! there is involved in the actual negotia- 
tion of. a representative major procurement at an Army purchasi 
office, a total of from 7 to 10 individuals; after negotiation is cbmiplatett 
a review of the proposed award is made by a group of three or four 
top level people in the purchasing office; and the recommendations of 
all these specialists are considered by the contracting officer in arriy- 
ing at his decision. If approval of the Chief of the ‘Pechnical Service 
is required, about 8 to 10 people in the office of the Chief of Technica] 
Service are involved in review of various aspects of the procurement; 
if the procurement is of such an amount or nature as requires approval 
by the Deputy Chief of Staff for Logistics, 7 to 10 people in his office, 
including the Director of Procurement, General McMorrow, who is 
here with me today, are involved in its review and approval; also, if 
other elements of the Department of the Army Headquarters are in- 
volved, these, too, are consulted. Finally, if the transactions require 
being brought to my attention, three to five people in my office, in- 
cluding myself, are involved in its review and approval. Thus a total 
of 39 or more people are normally involved in a representative major 
procurement. 

These are important facts which should be borne in mind when 
considering the extent to which the Department of the Army goes to 
insure that its contracts are sound contracts and that the prices it 
pays are fair and reasonable prices. 


SUBCONTRACTING AND THE BREAKOUT PROGRAM 


The Army is continually working toward expanding the sources of 
supply for components and subsystems of its large complex equip- 
ments and weapon systems. The two methods used by us for this pur- 
pose are the control of subcontracting and the breakout program. 

Prime contracts for these complex equipments provide for sub- 
contracting by the system contractor and for consent by the contract- 
ing officer to the award of large dollar value subcontracts. On the 
Pershing missile system—which we mention here because it is the 
most recent missile system that we have undertaken—the five major 
subcontractors were selected by the system prime contractor and the 
Army from a list of 25 potential subcontractors. In reviewing sub- 
contracts the contracting officer insures that competition has been 
secured wherever possible and that the contractor has used adequate 
cost and price analysis methods. 

The prime contractor’s planned make-or-buy program is analyzed 
and approved by the contracting officer and is thereafter periodically 
reviewed to determine that the actions taken by the prime contractor 
are consistent with the plan. This procedure results in other benefits. 
For example, in one case the Army Ballistics Missile Agency was able 
to furnish to the system prime contractor the names of five sources 
capable of performing work which he had proposed to do himself. 
This enabled the prime contractor, and subsequently the Army, to 
save a substantial sum. 
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Under the breakout program, components and subsystems originally 
supplied by the prime contractor are stabilized in design as soon as 
ible, thus enabling subsequent procurements of these items by: 
competitive means, To date, this program has been applied primarily 
to missile systems. During the past year, systematic phased breakout 
programs have been established for all missiles, except those still in 
the early stages of research and development or still undergoing major 
design changes. 

Breakout. of stabilized items can sometimes actually precede the 

lacement of research and development contracts. Before contract- 
ing for the design and development of a new system, existing stabilized 
items are identified as capable of use in the new system and provision 
for their use is made accordingly. Also, if components and subsys- 
tems are susceptible of separate development, they are identified for 
separate procurement from sources other than the system prime con- 
tractor. In the Pershing system, the capabilities of 20 Government 
agencies and 97 prime contractors are thus being utilized, in addition 
to the system prime contractor. The products and services of all 
these are brought together under the overall direction of the Army 
Ordnance Missile Command. 

Inherent in this process, Mr. Chairman, is the fact that the prime 
contractor must retain responsibility for the proper operation of the 
system when it is completed, so that this breakout and subcontracting 
system must always have within it the understanding with the prime 
contractor that in spite of breakouts which take things from under 
his control, and in spite of subcontracting, which to an extent is 
directed, he still retains the responsibility for the proper operation 
of the system as a whole. Otherwise, we would have escape hatches, 
which we don’t want to have. 

The system prime contractor is also required to prepare and furnish 
drawings and documentation in accordance with a prescribed schedule. 
For example, in connection with the Pershing contract, the system 

rime contractor will furnish lists of production equipment, plant 
ayouts, flow charts, routing sheets, bills of materials, and names of 
suppliers, so that qualified manufacturers would be able to produce 
subsystems or components of the Pershing missile. 

In addition, the Army maintains at the plants of system prime 
contractors resident staffs who, in addition to other duties, insure that 
items are broken out as soon as possible, and that necessary docu- 
mentation is available when needed. The magnitude of this program 
can be appreciated from the fact that the Army Rocket and Guided 
Missile Agency currently has more than 800,000 drawings in its files, 
the figure that I mentioned before. 


TRAINING AND QUALIFICATION OF PROCUREMENT PERSONNEL 


It is axiomatic that the quality of the procurement job, or any other 
job, depends upon the competence of our personnel engaged in per- 
forming the job. The Army has therefore placed special emphasis on 
securing the best qualified personnel for work in the procurement field. 
Minimum qualifications have been established for the appointment of 
personnel as contracting officers. Contracts of larger dollar value, 
those over $100,000, are executed by the more senior personnel. 
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Both military and civilian personnel make up the procurement team, 
Military and civilian career programs have been established to main- 
tain and increase the competency of our personnel. The military pro- 
gram is sponsored by the Deputy Chief of Staff for Logistics. Simi- 
larly, a logistics civilian career management program has been estab- 
lished and implemented by the technical services. Specifically, pro- 
curement and related career field programs are underway for procure- 
ment officers, contracting officers, and acceptance inspectors, 

In line with these career programs, we are continuing our emphasis 
on training of our personnel. I would like to briefly mention several 
of our actions along these lines. During the fiscal year 1959, 1,117 
military and civilian personnel received advanced management train- 
ing at the Army Logistics Management Center in the areas of proeure- 
ment, supply, requirements, maintenance, and property disposal. A 
new course on specifications management has recently been added. A 
total of 1,240 students have been programed for these courses during 
the present fiscal year. Secondly, we arrange and participate in pro- 
curement conferences and seminars. Third, correspondence courses on 
procurement have been developed and are offered by the Army schools. 
Fourth, military and civilian personnel are sent to civilian colleges 
and universities for specialized training related to procurement. 

These are some of the ways in which the Army is continuing to in- 
crease the competence necessary to deal with the complicated prob- 
lems of Army procurement. 


CONCLUSION 


In this presentation, I have illustrated some of the methods, policies, 
and procedures by which we manage the Army’s procurement pro- 
gram. I have also pointed out some of our problems and what we 
are doing about them. 

Thank you very much, Mr. Chairman. 

We are prepared to try to answer any questions that you may have. 

Senator THurmonp. Mr. Secretary, in recent testimony before the 
Senate Small Business Committee, the General Accounting Office in- 
dicated that exception 9 is being used to negotiate contracts for 
such items as flour, coffee, pepper, and salt. 

Could you tell us if this was true, and, if so, give us the justification 
for not procuring such items by formal advertising ? 

Mr. Jonnson. Mr. Chairman, I became aware of that question after 
it was asked, and I have doubt as to the course of our present action. 
I have, therefore, asked the Deputy Chief of Staff for Logistics as 
soon as possible to present the reasons why we are procuring these 
paritcular items which are not perishable items by negotiated procure- 
ment rather than advertised procurement, and to show cause why we 
should not procure them by advertised procurement. I am in doubt 
as to whether our present course of action is correct, but I would like 
to get the full information on this before making a decision to change 
our present activities. 

Senator THurmonp. Would you make a statement on that when 
you get the facts and place it in the record for us? 

Mr. JoHnson. We will be very glad to make a statement. 
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Senator Tuurmonp. Tell us what you are now doing and whether 
it, in your judgment, is proper, and what steps you plan to take if 

ou deem it is not proper. 

Mr. JoHNsoN. Yes, sir; we will doso. 

Senator THurMoND. Is there any real requirement for authority to 
negotiate contracts for nonperishable substance ? 

r. JoHNSON. I will include that question in this investigation. 
One of the reasons that has been informally advanced is that it gives 
us the opportunity for having our procurements all done in the same 
way in that field. I don’t immediately accept that as a very good 
reason, because you can use that reason, standardization of method 
of procurement, to cover wider and wider fields. 

might say here, Mr. Chairman, that I am—and I can say the Army 
is—fundamentally in favor of advertised procurement wherever we 
can properly use it. 

I would like the opportunity to add the answer to this question to 
the answer to the other one when I have completed my investigation of 
this. 

Senator THurMoND. Very well. 

(The information requested, subsequently submitted, follows :) 


DEPARTMENT OF THE ARMY, 
OFFICE OF THE ASSISTANT SECRETARY, 
Washington, D.C., June 13, 1960. 
Hon. Strom THURMOND, 
Chairman, Subcommittee on Procurement, 
Senate Armed Services Committee, 
U.S. Senate. 

DeaR Mr. CHAIRMAN: On May 23, 1960, when I appeared before your sub- 
committee to present the methods, policies and procedures governing the Army’s 
procurement program, questions were raised by your subcommittee concerning 
the present practice of the Military Subsistence Supply Agency (MSSA) of 
procuring certain items of nonperishable subsistence by negotiation under ex- 
ception 9 in the Armed Services Procurement Act of 1947, as amended. At 
that time I requested permission to report to your subcommittee after com- 
pletion of a study I had initiated. 

As indicated, I have studied the Military Subsistence Supply Agency pro- 
cedure for purchase of subsistence. The procedure is commonly referred to 
as the notice of intent to purchase (NIP) procedure. After examining this 
method, I am convinced: that although we call it “negotiated” procurement it 
really is not. Formal advertisement is a very technical procedure, . under 
which a procurement action must have all the procedural formalities prescribed 
by the statute, including public opening of bids. The NIP procedure used by 
MSSA, mainly because it does not require sealed bids or public openings, is not 
categorized as formal advertisement. In all other respects, however, the NIP 
procedure is practically identical to formal advertisement. In upwards of 95 
percent of procurements under the MSSA (NIP) procedure, awards are made 
as under formal advertisement. Bids are requested of all interested suppliers 
and awards made to the firm submitting the low bid. In the remaining in- 
stances, which might result in nonresponsive bids under formal advertising, 
MSSA is able to resolve questions by discussion and to achieve timely supply. 
I want to emphasize that when a revised offer is requested from a bidder, all 
other bidders are also requested to submit revised offers. Such flexibility in 
food purchases is required due to the nature of the commodity market. This 
form of bidding conforms to the practices of the food industry. Its simplicity 
encourages bids from the small business segment of the industry thus stimu- 
lating rather than restricting competition. 

In 1956, the House Armed Services Committee considered limiting the use 
of negotiation by the military departments. In its hearings, the committee 
considered the Army’s request that the Procurement Act be amended to pro- 
vide specific statutory authority for the procurement of nonperishable sub- 
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sistence by negotiation. A full and complete presentation of the NIp pro- 
cedure was made to the committee by Army witnesss. The committee’s report 
succinctly explains the procedure— 

“The method employed by the Quartermaster Corps at its 10 procure. 
ment centers, comes under the general heading of ‘Negotiated Procurement’ 
as distinguished from advertised competitive procurement. But in a true 
sense, it is a mixture of both. 

“The actual process is for quotations to be received by the Army centers 
at a certain day and time. Whether the bid be received by telephone, 
telegraph, letter, or in person, the process is substantially the equivalent 
of a deposited bid, at a time certainly stated and a price irrevocable for 
the period of the commitment. And no one is prohibited from bidding, 
And procurement needs are publicized extensively. We have never had 
a complaint on the operation of this system.” 

The House Armed Services Committee concluded in its report that— 

“We think the Quartermaster has made a convincing case for the type 
of mixed, negotiated and competitive procurement which it is pursuing, 
and that it would be wise and economical to extend it to nonperishable 
subsistence items as well.” (H. Rept. No. 1688, 84th Cong., 2d sess.), 

Informal competitive bidding procedures were developed during World War 
II to obtain the military’s subsistence requirements. The Armed Services 
Procurement Act of 1947 authorized its continuation for the procurement of 
perishables, but did not include specific authority for the procurement of non- 
perishables by negotiation. When the military services began to purchase 
nonperishable subsistence items by formal advertising, problems were immedi- 
ately encountered. With the outbreak of hostilities in Korea, it became neces- 
sary to resort to negotiated procurement to obtain the military’s seasonal pack 
requirements of nonperishables. When responsibility for nonperishable subsist- 
ence procurements was transferred to the Quartermaster Market Center System 
(the predecessor to MSSA) in 1953, it became apparent that the NIP pro 
cedures used for perishables and seasonal pack items should also be used for 
all nonperishable subsistence. This would result in a uniform, simplified 
operation and afford the necessary flexibility to insure continued supply with 
maximum economy. 

After an evaluation of the NIP procedure by the Hoover Commission in 1954 


the Commission recommended in its Report on Food and Clothing, dated April 
25, 1955— 


“1. That the Secretary of Defense designate some central agency to— 


s He * ae * % e 


“(b) Make all food purchases on the basis of ‘notice of intent to purchase 
and negotiated contracts’ as is now done in connection with perishable food 
subject to periodic examination and report by the Comptroller General.” 

The Hoover Commission based its recommendation upon 14 findings con- 
tained in its Task Force Report on Food and Clothing of April, 1955 (see pp. 
50-55). Among these were— 

(1) Use of the NIP procedure would result in obtaining more offerings 
directly from the source of production at lower prices. 

(2) The NIP procedure would establish more vendor good will which is 
necessary to the Government in obtaining sufficient offers at reasonable 
prices in short supply situations. 

(3) Premature announcement of requirement for large quantity of sub- 
sistence would be unnecessary thus avoiding further aggravation of a 
sensitive market. 

(4) Negotiation under the NIP procedure would expedite the purchasing 
of certain items with short storage life (such as flour and canned milk) 
for delivery direct to using installations. 

(5) Purchase of nonperishables for oversea requisitions could be ac- 
complished more rapidly under the NIP procedure and would give greater 
assurance of meeting port due dates. 

(6) A uniform method of procurement would be more readily under- 
stood by the food industry. Direct benefits would accrue to the Govern- 
ment through administrative savings and more flexible utilization of 
personnel. A single method of procurement would be more economical. 

(7) The NIP procedure would facilitate the close pricing required to 
cope with the erratic subsistence markets. 
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(8) The NIP procedure would offer advantages to small business sub- 
sistence suppliers. 

The fully competitive and fully publicized system of procurement now uti- 
jized by MSSA is feasible and practicable for the procurement of all subsistence, 
poth perishables and nonperishables. This form of purchase contains addl- 
tional benefits both to the Government and the food industry. Its use has 
resulted in an effective, efficient, and economical method of subsistence procure- 
ment, which affords the fullest possible competition with resultant low award 
prices, at the lowest administrative cost. 

Flour, sugar, coffee, tea, salt, and pepper are examples of nonperishable food 
commodities which are best bought by this procedure. The advantages de- 
scribed above for procurement by the NIP procedure apply equally to the 
purchase of these commodities. 

The MSSA has used NIP procedures to procure all components of packaged 
operational troop rations, which consist of 57 food items and 8 nonfood items. 
These are the only nonfood items which MSSA procures. No reason exists, 
however, why the nonfood items should not be procured by formal advertising 
procedure. Accordingly, I have directed that formal advertising be used to 
obtain these nonfood items whenever practicable. 

The views of the Small Business Administration as to the use of the NIP 
procedure for procurement of nonperishable subsistence have been solicited. 
Lenclose a copy of a letter dated June 3, 1960, from the Administrator of the Small 
Business Administration (enclosure 1). It states “that the current NIP 
procedures provide the essentials of formal advertising including several fea- 
tures which are quite beneficial to small firms.” The Agency has had no com- 
plaints from small business during the 6 years of operation under the NIP 
procedure and can see no reason why the procedure will not continue to receive 
favorable acceptance. 

I have given serious consideration to this matter since I appeared before 
your subcommittee. For the reasons stated above, I have concluded that the 
NIP procedure provides the ‘best method of obtaining the food requirements 
for the military services and I sincerely hope that the subcommittee will share 
my view. 

I trust this information will be of assistance to your subcommittee. 

Sincerely, 
CoURTNEY JOHNSON, 
Assistant Secretary of the Army (Logistics). 


SMALL BUSINESS ADMINISTRATION, 
Washington, D.C., June 3, 1960. 
Mas. Gen. A. T. MCNAMARA, 
The Quartermaster General, 
Department of the Army, 
Washington, D.C. 

Dear GENERAL McNaMARA: Reference is made to your request of June 2, 1960, 
for comments on the use of the notice of intent to purchase (NIP) invoiving 
nonperishable subsistence requirements of the Military Subsistence Supply 
Agency. 

It is the opinion of this Agency that the current NIP precedures provide the 
essentials of formal advertising including several features which are quite 
beneficial to small firms. For example: 

(1) All suppliers listed on the established bidders list are given an 
opportunity to submit proposals on all procurements with the exception of 
those set aside 100 percent for small business; and in these such cases, all 
small firms on the bidders list are given an opportunity to participate. 

(2) The provision for submitting simplified proposals such as telephone 
calls confirmed by telegrams and letter bids are beneficial to small firms 
and enable them to participate under the short leadtime requirements of 
the military. 

(3) Publicizing all NIP’s and all awards above $25,000, resulting from a 
NIP, assists small firms in keeping abreast of market conditions and the 
military requirements. 

(4) The provision for accepting quantities less than the full amount 
specified per destination, encourages the smaller companies. 
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(5) The procedures do not hinder. the small business set-aside program, 

In summarizing our comments to your specific request ; we. have found that in 
the 6 years of operations under the NIP procedure, we have had no complaints 
from small business; and with the features cited above, we see no reason why 
this procedure will not continue to receive favorable acceptance. 

Sincerely yours, 
PuHitie McCaL_uM, Administrator, 


Senator Tuurmonp. Mr. Secretary, a table showing the number and 
value of procurement actions by military departments under each of 
the 17 exceptions permitting negotiations shows that the Army uses 
exception 10 relatively less than the Navy and the Air Force. 

Since exception 10 has been described as being possibly too broad in 
its authority, could you tell us how the Army manages to limit its 
procurement under this exception ? 

Mr. Jounson. I think I am going to have to ask for some help on 
this. Will you help me answer this, General McMorrow ¢ 

General McMorrow. Yes, sir. 

Traditionally, we have attempted to cut down the use of exception 
10. As you well know, exception 10 actually covers 15 different ex- 
amples. By that, I mean that there are 15 different types of situations 
in which, under exception 10, competition is not practical by formal 
advertising. 

Specifically, with respect. to the one which says that. when specifica- 
tions are not available, you may negotiate, we have limited the author- 
ity to make such a determination to an officer higher in the chain of 
command than the contracting officer himself. 

In addition to this, we have specified in the Army procurement. pro- 
cedures that exception 10 should only be used in very limited situations. 

In other words, we have discouraged the use of exception 10. In 
addition, we have had a concerted effort over a long number of years 
to cover all of our material with detailed specifications and drawings, 
and because of the availability of these items, we have been able to 
limit our use of exception 10, 

Senator THurmMonpb, Does the Army have any further restrictions 
on the use of exception 10 than are applied by the other military 
departments ? 

General McMorrow. At the present time we do not, because there 
has been a recent change in the Armed Services Procurement Regula- 
tion. However, the statistics that you have are the statistics for fiscal 
year 1959, in which. we did have these. additional restrictions on our 
contracting officers over and beyond what the other services had. 

Senator THurmonn. Mr. Secretary, the same tabulation to which I 
previously referred shows that in 1959 the Army used exception 14 for 
procurement actions totaling some $284 million, while the comparable 
figure for the Navy is $2,308 million, and for the Air Force it is $4,428 
million. Could you give us some examples of the items that the Army 
is procuring under exception 14? 

Mr, Jounson. May I consult with General McMorrow here a 
minute, Mr. Chairman ? 

At least partially the answer to this, Mr. Chairman, is that we have 
been using exception 16, which authorizes negotiation for the main- 
tenance of a mobilization base, and in the interest of national defense, 
in many instances where it’s a question whether we should use excep- 
tion 14 or exception 16. That may be part of the reason why our 
figures show a contrast to the other services. This is a matter we 
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have been giving great attention to lately, and I think we are going 
to determine that in many cases where we have been using mainte- 
nance of mobilization. base, we would be more exact in our definition 
if we used exception 14 rather than exception 16, and I am going to 
watch this very closely as we go along from here out. 

I am not sure that I have answered your question definitively. 

Senator THurMoNpD. Possibly General McMorrow would give us 
gome'examples that the Army is procuring under exception 14. 

General McMorrow. Under exception 14 we are purchasing such 
items as the Nike-Hercules missile system, the Hawk missile system, 
the Lacrosse missile system, the M-14 rifle, the M-60 machinegun, 
radio central, AN/MRS 66, the radio set; AN/VRC 24, replacement 

arts for Hawk, Corporal, Lacrosse, Honest John, Nike, Ajax, and 
Nike-Hercules, and replacement engines for the M-48A2 tanks. 

I can supply greater detail for the record, if you desire, Mr. Chair- 
man. 

Senator THurmonp. If you wish to supplement that, if you think 
it would throw any further enlightenment on that question, I would 
be pleased to have you do so. 

yeneral McMorrow. Thank you, sir. 

Mr. Jounson. We will be glad to do that. 

(The following information was subsequently supplied :) 

The Department of the Army considers exception 14 to be the appropriate 
negotiation authority to utilize for the procurement of replenishment repair 
parts for missile systems in those instances where the Government has a sub 
stantial investment in facilities and special tools located in the plants of the 
prime contractors and their subcontractors. The negotiation authority con- 
tained in exception 10 is used for the procurement of replenishment repair 
parts for missile systems in those instances where exception 14 is not justi- 
fied. ASPR 3-210.3 states that the authority contained in exception 10.shall 
not be used when negotiation is authorized by any other authority set forth in 
ASPR 3-201 through 3-217. Secretarial and staff review is emphasized to 
assure that the appropriate exception is cited in negotiated procurements of 
replenishment repair parts. 

Senator THurmonp. Mr. Secretary, the procurement statistics for 
1959 show that the Army uses exception 16 substantially more than 
the other military departments. The Army used exception 16 for 
procurements totaling $944 million, while the Navy used it for pro- 
curements involving $362 million, and the Air Force used it for pro- 
curements totaling only $38 million. 

The Senate committee report on the Armed Services Procurement 
Act of 1947 expressed an intent that exception 16 should. be. used 
sparingly. 

Would you comment on why the Army apparently uses this exeep- 
tion so extensively and give us some specific examples of its use? 

Mr, Jounson, May I answer that in this way, Mr. Chairman. I 
think the answer to that question is inherent in our answer to the 
last question. 

We have been using 16 in cases where we could have used 14 or 16, 
and the other services apparently have been doing the reverse. 

Now, we would like to give you together with the detailed answer 
on 14, we would like to give you the detailed answer on 16. The two 
things are bound together. 

Senator THurMonp. You will supply this, then, for the record ? 
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Mr. Jonnson. Yes, sir. We would like to supply that for you in 
considerable detail, because there is a yeeatigns rankly, that. I am 
not quite sure of yet. We haven’t reached the final conclusion yet, 

(The following information was subsequently supplied :) 

A review of determinations and findings approved in fiscal years 1958 anq 
1959 indicated that exception 16 was cited as negotiation authority for many 
contracts which could be more ‘appropriately justified under the negotiation 
authority contained in exception 14, For example, contracts for missile gys- 
tems .were negotiated under exception 16 on the basis that the suppliers 
were planned producers and these contracts were in the interest of national 
defense. In order to limit the use of exception 16 the technical services 
were directed on September 4, 1959, that exception 16 would not be used 
as negotiation authority for end items, if other exceptions requiring secretarial] 
approval could be cited. This limitation on the use of exception 16 is now 
contained in APP 3-216.3. 


Senator THurmonp. Would you insert in the record, too, the num- 
ber of determinations that you have processed under exceptions 11 
through 16 for the fiscal year 1959 ? 

Mr. Jounson. Yes, sir, we will. 

(The requested information was subsequently supplied :) 


Determinations and findings processed in the Department of the Army 
FISCAL YEAR 1959 





Exception Submissions | Rejections Approved 





elias bel S hai 
IM dU RR a eit ot Neniih acne onep reece pean once eeergs 151 18 133 (42) 
SE ES SEL ESSERE Coane eee Lee tule) Olt Stes aa Oot ee eee PH si Josie 1 (1) 
Bain — patie eb segs ~snasd-epbhaanicp~aaghl Tice<abpenvecpbene Oiodeteu--sucads 
a a hata hates 29 8 21 (5) 
PO ees tak a ert eaten eee ease ence nenee Wleoe-sasete tees 4 
Miih iii. el ed se a 103 22 81 (25) 
NN, adalat acbnrhitnibwide tien ri veaiicanea sed 297 48 249 (78) 
FISCAL YEAR 1960 THROUGH APR. 30, 1960 
adh ied cinmatbansentiabecwokgubwesniorescd 148 4 144 1 
Pier b lis iT vot 5 1 4 ( 
Ria aa al cle Eee S cM ec cerresutnanen ss OE snscakt Aisha 15 
BOsI Poet obs s eases ee ees ecnnsatwarh coceebocs ences 51 7 44 (15) 
DB ins Sil cath baedapaancp en dgcansgenwepittsdn-s9sh-bo~n etd 56 11 45 (25) 


Teme Uh eb a. AS a a 260 23 252 (79) 
NortTe.—Figures in parentheses are class determinations. 


Senator Tuurmonp. Mr. Secretary, I wish to thank you for your 
presence here and the enlightening information that you have pre- 
sented to our committee. 

Mr. Jounson. Thank you very much, Mr. Chairman. We are very 
pleased to be here. 

Senator TuHurmonp. The subcommittee is now recessed until 10 
o’clock tomorrow morning, at which time it will reconvene. 

(Whereupon, at 11:35 a.m., the hearing was recessed, to reconvene 
at 10 a.m., Tuesday, May 24, 1960.) 
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TUESDAY, MAY 24, 1960 
U.S. Senate, 


SUBCOMMITTEE ON PrRocUREMENT 
OF THE COMMITTEE ON ARMED SERVICES, 
Washington, D.C. 
The Procurement Subcommittee (composed of Senators Thurmond 
(chairman), Stennis, Ervin, Cannon, Saltonstall, and Bush) met, pur- 


suant to recess, at 10 a.m., in room 212, Senate Office Building, Senator 


Strom Thurmond presiding. 

Also present: Harry L. Wingate, Jr., chief clerk, and William H. 
Darden, of the committee staff. 

Senator THurmonp. The subcommittee will come to order. 

Our first witness this morning is the Honorable Joseph Campbell, 


Comptroller General of the United States. Mr. Campbell, we wel- 


come you before the subcommittee. 

Before you begin, let me express our appreciation to you and to 
the members of your staff for the cooperation that has been extended 
in connection with our procurement study. The activities of your 
office undoubtedly make a substantial contribution to the reduction 
of waste in the expenditure of public funds. The country is indebted 
to the Genera] Accounting Office for its dedication and diligence in 
carrying out its functions. 

In my letter requesting your appearance, I invited your comments 
in the following areas: 

(1) The desirability of prohibiting the delegation by the head of 
an agency of the authority to make a determination justifying the 
use of an incentive type contract; 

(2) The deatiabiility of imposing additional statutory controls on 
subcontracting ; 

(3) The desirability of requiring a determination that formal ad- 
vertising is impracticable before any of the 17 exceptions justifying 
negotiation may be used. 

Ve will be glad for you to proceed with your presentation. 

I might state further I think our country is fortunate to have such 
a dedicated public servant as you in this important position. 


51394—60—pt. 2 
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STATEMENT OF JOSEPH CAMPBELL, COMPTROLLER GENERAL oF 
THE UNITED STATES; ACCOMPANIED BY J. EDWARD WELCH, 
DEPUTY GENERAL COUNSEL; AND CHARLES M. BAILEY, DEPUTY 
DIRECTOR, DEFENSE ACCOUNTING AND AUDITING DIVISION 


Mr. Camrpsetyt. Thank you, sir. 

Mr. Chairman and members of the subcommittee, we appreciate 
your request to appear before you today to give some of our observa- 
tions resulting from our audits and reviews of Department of De- 
fense procurement activities. Our statement will cover some of the 
procurement responsibilities of the Department of Defense, the ef- 
fectiveness of its procurement policies and pr: actices, and the problems 
arising in attempting to achieve reasonable prices for the Government 
in the } procurement of defense needs. 

First, we wish to provide the background of our approach and 
objectives i in carrying out our audits in the defense ‘establishments, 
In selecting the areas to be covered in our audits, we strive to give 
full recognition to the economic significance of the activity to be 
examined and the effectiveness of the military departments’ adminis- 
trative controls exercised through the departments’ supervisory and 
management surveillance, internal audits, inspections and surveys. 
Since | procurement, in its broadest sense, amounts to more than $20 
billion annually or about 50 percent of the total Defense budget, we 
devote a considerable amount of our effort. to procurement matters, 
The objectives of our procurement audits, in simple terms, are to 
assist the Congress and the departments in their efforts to improve 
Government procurement practices. We would emphasize, Mr. Chair- 
man, that because of staff limitations, our audits and reviews are 
directed principally toward areas and controls which appear to re- 
quire improvement or strengthening since we are able to review only 
a relatively small percentage of total procurement activities, 

In our audits we have found that it has become ine reasingly difficult 
for the military departments to develop and employ procurement tech- 
niques which can be relied upon to produce reasonable and fair prices 
in all instances and to effectively administer procurement contracts. 
The Department of Defense has shown a sincere desire to strengthen 
procurement policies and procedures and to achieve effective pricing 
of its procurement contracts. We believe that industry, too, desires 
to strengthen the Nation’s defense by furnishing products, incorporat- 
ing the latest improvements, designs, and technological discoveries, at 
reasonable prices. However, because of the size and complexity of the 
defense procurement undertaking, the efforts of both Government 
and contractor personnel frequently follow established patterns with- 
out adequate recognition of the unique facts and circumstances re- 
lating to a partic ular procurement. 

We have become especially concerned with two significant procure- 
ment problems. These are the number and dollar amount of procure- 
ments accomplished without formal advertising and the weaknesses we 
have noticed with respect to contract negotiation procedures and 
pract ices. 

At this point we would like to direct our comments to the require- 
ment for, and use of, formal advertising in the procurement of our 
defense needs. 
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We recopnize that many procurements cannot be effected by formal 
advertising. This is especially true in the research and development of 
advanced ‘weapons or scientific equipment. We have no desire to sug- 

st that formal advertising should be used in the procurement of 
such weapons or equipment in any case where its use would lider or 
impair the national advancement in those areas. 

However, we believe that use of the authority to negotiate should be 
carefully and discreetly exercised. The legislative history of the nego- 
tiation authority in the Armed Services Procurement Act indicates 
clearly that Congress intended the military departments to continue 
to make the great volume of their purchases and contracts by formal 
advertising. It was intended that this method be used in all procure- 
ments in which it could reasonably be expected to give satisfactory re- 
sults, even though circumstances might exist which would be sufficient, 
but less than essential, to negotiate under one or more of the excep- 
tions to formal advertising which are set out in the act. We are, 
therefore, greatly concerned with the extent to which the negotiation 
authority is now being used. For example, from 1954 to 1959 negoti- 
ated military procurement increased from $9.7 billion to $21.3 billion, 
while advertised procurement has only increased from $1.8 billion to 
$3.3 billion. And during fiscal years 1957, 1958, and 1959, more than 
15 negotiated contracts were awarded for every one awarded after 
formal advertising. While it is true that a great majority of these 
negotiated awards were for small purchases under section 2304(a) (3) 
of title 10, the statistics indicate that even if these small purchases 
are eliminated from our computations, the ratio of negotiated to ad- 
vertised procurements is still more than 2 to 1. 

It is our opinion that these statistics, together with individual 
cases which have come to our attention, indicate that more effective 
controls are necessary to assure that formal advertising is being used 
wherever its use is feasible and practicable. This was the intention 
of Congress when the Armed Services Procurement Act was enacted 
in 1948, and we have no reason to believe that Congress has changed 
its views. However, we believe the language of the act itself could be 
improved to more clearly state this intention. Also it is our opinion 
that the Armed Services Procurement Regulation as presently writ- 
ten, permits the use of negotiation wherever the procurement can be 
fitted into one of the numerated exceptions, even though the pro- 
curement could be formally advertieed | 

We recognize that the Department of Defense is now required, for 
contracts negotiated under exceptions 11 to 16, to support the deci- 
sion to negotiate by a finding and determination. In our review 
of these findings and determinations we have noted that they are gen- 
erally too brief and do not provide enough information concerning 
the circumstances relating to the procurement to clearly show the fac- 
tors requiring the use of the authority to negotiate. In fact, many 
findings and determinations appear to be somewhat stereotyped and 
give the reasons for negotiating in terms that are broad and general 
rather than specific. 

In general, we think this situation might be improved if the pres- 
ent law were amended to require that the use of any exception which 
does not, of itself, preclude the use of formal advertising, be sup- 
ported by a complete statement of pertinent facts which clearly indi- 
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cate that use of formal advertising would be impracticable. In 
addition, to assure effective review of negotiated contract actions, we 
would suggest that the present provisions of section 2310, making de- 
cisions, determinations, and findings on use of the negotiation author- 
ity final, be amended to delete such finality provisions. Such deletion 
would serve to clarify the authority of the General Accounting Office 
to review these determinations to negotiate, to determine that the law 
was being followed and, where necessary, to take appropriate action 
to correct abuse or misuse of the negotiation authority, 

We believe, further, that, in addition to the need for the aboye 
changes in the Armed Services Procurement Act, significant benefits 
would be realized by a review and reexamination by the Department 
of Defense of its negotiation practices and procedures. A major ob- 
jective of this review should be to establish definitive criteria and 
standards to be followed in determining the need to use the authority 
to negotiate. The development of effective criteria and guidelines 
for the use of contract negotiators should result in a substantial re- 
duction of negotiated procurement in favor of procurement by formal 
advertising and mae better serve the interests of both the Govern- 
ment and industry. 

The Department of Defense, by having control of the tremendous 
expenditures necessary to carry out the defense effort, is, of course, a 
major factor in the Nation’s economy. In our opinion substantial ben- 
efits to our economy can result from obtaining maximum competition 
between all qualified suppliers. We believe maximum competition js 
one of the best assurances that the Government will get what it needs 
at the most reasonable costs, with fair profits to the contractor and 
that a broader procurement base will result. Consequently, after it has 
been determined that a contract must be negotiated, a basic question 
which should be resolved by the procuring agency is whether any 
competition can be obtained. Every effort should be made in this 
regard before it is determined that at least some competition is im- 
practical or impossible. In this respect, steps should be taken to ob- 
tain proposals from qualified offerors and to give all offerors, within 
a competitive range, an opportunity to discuss their proposals. 

While no criteria are prescribed in this area by law, section 3-805 
of the Armed Services Procurement Regulation does set out certain 
standards. Under this section 3-805, where one offeror submits a pro- 
posal which is clearly and substantially more advantageous to the 
Government, negotiations may be conducted with that offeror only. 
Where several offerors submit offers which are grouped so that a 
moderate change in either the price or the technical proposal of any 
one would make it the most advantageous offer, there is no require- 
ment that the contracting officer negotiate with all offerors in the 
group. And in certain procurements, where a substantial number of 
clearly competitive proposals have been obtained and the contracting 
officer is satisfied that the most favorable proposal is fair and rea- 
sonably priced, an award may be made without discussion or negotia- 
tion with any offeror. 

Although the authority to negotiate does not, of itself, warrant the 
curtailment of competition, this may be the result where several pro- 
posals are received and the contracting officer decides to negotiate with 
only one offeror or to award a contract without discussion with any 
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offeror. In such cases the contracting officer generally must base his 
evaluation of the contractor’s proposal on facts and information sup- 
plied by the proposed contractor. He may not be in a position to de- 
termine with any degree of certainty the reasonableness of estimated 
costs and proposed prices. 

We, therefore, are not in agreement with the principles expressed 
in, or the present provisions of, ASPR 3-805. To clarify this matter, 
we believe that section 2304 of the Armed Services Procurement Act 
should be amended to require, whenever practical, the conduct of 
negotiations with responsible offerors who submit proposals within a 
competitive range, price, and other factors considered. 

Procurement without advertising from sole sources alone accounted 
for over 50 percent, or $8.2 billion of the total new procurement dol- 
lars committed during fiscal year 1959. One condition which has led 
to procurement from single sources is the failure of procuring ac- 
tivities to use drawings and other data obtained at Government ex- 
pense for solicitation of competitive sources in follow-on procurement. 

The procurement of drawings and technical data occurs early in the 
life of many military items. When an item has been developed to the 
point that it is procured for test or service use, manufacturing or pro- 
duction drawings generally are procured. Manufacturing-type draw- 
ings are required and obtained for use in inspection, for mainte- 
nance and repair purposes, and for future procurement or produc- 
tion. These drawings are paid for by the Government as part of the 
contract price and can be used in soliciting bids for nonproprietary 
items from competitive sources of supply. We believe that more 
effective use of drawings for procurement purposes would achieve 
lower prices. For instance, a comparison at one procurement office 
of 45 identical items procured both through negotiation and through 
competitive bidding revealed that prices obtained by competitive 
bidding were 40 percent lower than the sole source prices. 

The Government in many instances has not been in a position to 
realize the maximum benefits of competition in many procurements 
of military items because manufacturing drawings were not readily 
accessible. We have found inadequate records, controls, and proce- 
dures relative to the receipt, storage, and issue of drawing for pro- 
curement purposes. Also, in many cases drawings required by the 
terms of the contracts were either not furnished by the contractor or 
the contractor did not deliver the drawings within a reasonable time; 
therefore, they were not available when needed for follow-on procure- 
ment. The military departments have informed us that action will 
be taken to obtain better control over manufacturing drawings. 

In our opinion, the increased use of contractor drawings for the 
purpose of obtaining more effective competition is only a partial solu- . 
tion of the problem. We believe that aggressive action should be 
taken by the Department of Defense to encourage industry to partici- 
pate and compete for the right to produce items needed by the Gov- 
ernment for defense purposes. In no event should any qualified pro- 
ducer be barred on the basis of a mere assumption that it is more 
economical to continue to obtain the product or material from an 
initial source or that a particular organization is best fitted to do the 


job. 
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Section 2304(a) (14) of the Armed Services Procurement Act au- 
thorizes negotiation on a sole-source basis where it is determined that 
manufacture of the supplies will require a substantial initial invest. 
ment and that use of formal advertising might require duplication 
of such investment. The legislative history indicates that the an- 
thority in exception 14 was considered necessary because adherence 
to formal advertising procedures in the procurement of aircraft, mis- 
siles, etc., would consistently result in the United States being 1 to 9 
years behind latest developments. We have no quarrel with this 
reasoning. We agree that negotiation may be necessary and desirable 
in a number of the procurements of such things, and that a substantial] 
increase in leadtime which may be required by a contractor who must 
duplicate preparation already made by another contractor would, in 
some cases, justify negotiation on a sole-source basis. 

However, merely because a substantial initial investment has al- 
ready been made by one contractor, and such investment would have 
to be duplicated if a contract were awarded to a different contractor 
does not, in our opinion, furnish sufficient justification for either fail- 
ure to advertise or for negotiating on a sole-source basis. During 
fiscal year 1959 over $7 billion, amounting to more than 27 percent 
of the total defense procurement dollars, were obligated by contracts 
negotiated under exception 14. It is our opinion that adequate 
authority exists in exception 14 to support negotiation where lead- 
time is a real factor and that such authority is sufficient to protect 
the national security interest. We see no justification or necessity for 
failing to advertise, where such procedure is feasible, simply because 
it might require duplication of the investment. 

We, therefore, suggest that section 2304(a)(14) of the act be 
amended to permit negotiation only after a determination that dupli- 
cation of initial investment would result in excessive cost to the Gov- 
ernment or undue delay in the procurement. 

Two of the major weaknesses in contract negotiation procedures and 
practices noted by us concern the failure of Government contracting 
officers to obtain current and complete cost information from con- 
tractors and the failure to select the proper type of contract in cases 
where cost information is not available. Complete, accurate, and 
timely cost information is necessary to the negotiation of fair and 
reasonable contract prices. 

It is unlikely that the Government will, in any negotiation, have 
full knowledge of all the information available to the prime contrac- 
tor. Nor, on a subcontract, will the Government or the prime contrac- 
tor have full knowledge of all information available to the subcon- 
tractor. Consequently, the Government should be able to rely upon 
prime contractors to submit reasonable prime contract price proposals 
and sufficient information with which to evaluate them. The prime 
contractor, as a part of his responsibility, also should determine that 
price proposals submitted by subcontractors are reasonable, that sufli- 
cient information with which to evaluate such proposals is furnished, 
and that they adequately protect the Government’s interest. 

When pertinent data known to the prime contractor are unknown 
to the Government, the contractor obviously has an advantage in 
negotiations. Similarly, the subcontractor has an advantage over the 
prime contractor where the subcontractor is in possession of pertinent 
data which are unknown to the prime contractor. Under these cir- 
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cumstances, and particularly where the forces of full and free com- 
petition are not present to assure the reasonableness of prices, it is 
unfair for one party to have pertinent information which is not avail- 
able to the other contracting parties. 

The following cases, which were included in reports prev iously sub- 
mitted to the Congress, illustrate how excessive prices were paid by 
the Government bec ause of a lack of cost information. 

1. In negotiating a firm fixed-price subcontract, the subeontractor 
submitted the proposed prices to the prime contractor for B-32 bomber 
fire control radar items based on estimates of cost which were in ex- 
cess of the cost known to the subcontractor. The prime contractor ac- 
cepted these prices without review. When we brought this to the 
attention of the subcontractor, he informed us that price reductions 
would be made on his subcontracts, including those we did not ex- 
amine in detail. These price reductions tot: aled over $3,400,000. 

2. The prices for fuel booster pump repair kits under a negotiated 
fixed- price contract were excessive by about $500,000 because the price 
quoted by the contractor included a particular screw at a standard cost 
of $1 each even though the contractor had previously purchased these 
screws at 514 cents e: each. The Department accepted this price with- 
out adequate review. When we brought our findings to the attention 
of the Department, they attempted to obtain a refund from the con- 
tractor but we understand their efforts have not been successful. 

3. Price proposals submitted by a contractor and used in negotiat- 
ing firm fixed-price contracts for certain components of a teletype 
communication system included estimates for labor costs of over 
$428,000. These costs were about $223,000 in excess of costs actually 
incurred by the contractor under a previous contract for the same 
item. The Air Force accepted the labor cost estimates without mak- 
ing a critical review in comparison with prior cost experience. When 
the contractor’s overhead and profit allowances related to the excess 
labor cost estimates are considered, the price to the Government under 
the two contracts were excessive by about $543,000. We recommended 
tothe Department that all possible action be taken to recover the excess 
costs. 

4. Excess costs were borne by the Government because the Depart- 
ment redetermined a contract price for airborne flight control and 
fire control electronic equipment on the basis of estimated costs. How- 
ever, actual costs, already incurred at time of negotiations, were $935,- 
000 less than the estimates. The contract price was redetermined 
months after all deliveries under the contract had been made. How- 
ever, the Department’s negotiators were not furnished, nor did they 
request, complete cost information for use in redetermining the price. 
The examples cited above indicate that it is essential for both industry 
and Government to assure themselves that all cost information av ail- 
able is properly considered before an attempt is made to agree on pric- 
ing of the contract. Unless this is done the chances of ac shievi ing rea- 
sonable costs, prices, and profits are remote. 

Regulations have been issued by the Department of Defense which 
require prime contractors and subcontractors to furnish necessary cost 
information when contracts are to be negotiated. Until we have had 
sufficient time to evaluate the effect of this new regulation as it per- 
tains to subcontracting, we will not be in a position to make specific 
legislative recommendations. However, we believe that the Depart- 
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ment of Defense should emphasize to prime contractors the need and 
advantages to be gained by obtaining maximum competition in its 
subcontracting activities. 

The selection of the proper type of contract to be used in the pro- 
curement of defense needs is most important. Industry as well as 
Government contract negotiators have a definite interest in selecting 
the type of contract best suited for the particular product or service, 
taking into account the state of technical advancement and other 
factors. 

Our audits have disclosed several instances where firm fixed-price 
contracts have been used under conditions where some sort of flexible 
pricing would have been more appropriate. Some examples of cages 
we have reported to Congress are as follows: 

1. The Department accepted, without substantial change, the con- 
tractor’s proposed price and awarded the contract on a firm fixed- 
price basis even though firm drawings and specifications, effective 
competition, and prior cost experience were not available for proper 
evaluation of the proposal. At the time of negotiation it was con- 
templated that the profit on this contract would amount to about 
$25,000 or about 11 percent of estimated cost. However, the actual 
profit amounted to over $104,000, or over 72 percent of actual cost. 

2. Negotiated firm fixed-price prime contracts and subcontracts 
were used to procure a newly developed item before adequate cost 
and production experience were available. Asa result the prices were 
unreasonably high and the contractor realized a profit of approxi- 
mately $470,000, or about 65 percent of cost. 

Where sufficient reliable information is not available to make it 
possible for the parties to negotiate fair and reasonable firm fixed 
prices, pricing clauses providing for adjustment of the price after 
cost and production experience have been gained should be used. 

One kind of negotiated contract. that has caused considerable difi- 
culty in establishing fair and reasonable prices is the fixed-price incen- 
tive type. This form of contract provides for the initial negotiation 
of an estimated target cost, target profit, ceiling price, and a final profit 
formula which provides for the contractor to participate in any say- 
ings resulting from reductions of costs below the target cost or in any 
losses from increases above target costs. Its objective is to give the 
contractor an incentive to reduce his cost of performance since his 
profit. is increased thereby. 

Our audits have disclosed that target prices have been excessive be- 
cause the negotiating parties failed to base target price estimates on 
current cost information available to the contractors or their suppliers. 
In some instances, both the target prices and subcontract prices on 
which the target prices were based were excessive because prime con- 
tractors were either reluctant or failed to examine the cost records of 
their suppliers or they did not require submission of cost information 
in support of proposed prices. Some examples of cases we have re- 
ported to the Congress on this point are as follows: 

1. Under one contract the negotiated target price included amounts 
for subcontracted items which were over $4,100,000 in excess of 
amounts that the contractor knew would be incurred for those items. 
Our review disclosed that the contractor would have received incen- 
tive participations and target profits of over $1,250,000 because of 
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excessive target estimates rather than contractor efficiencies. When 
this case was brought to the attention of the contractor and the De- 
ment, the contractor reviewed its cost proposals. Asa result, the 
target prices were reduced substantially and the contractor’s incentive 
payment and target profit were reduced by about $1,372,000. as 

9. Cost estimates submitted by a contractor and used in negotiating 
the target price for production of F-101A and RF-101A airplanes an 
related spare parts and equipment contained estimated subcontract 
costs which were higher than the price established by the contractor 
with its subcontractors before the target price negotiations took place. 
As a result, target costs were excessive by over $5 million and the 
Government would have incurred excessive costs of about $1,500,000. 
After our review, the matter was restudied by the contractor and the 
Department and the contractor’s incentive and target profit was re- 
duced by over $1,500,000. ' 

3. A proposed target price for certain spare parts for B-52 airplanes 
contained estimated subcontract costs which were higher than the 
prices established by the contractor with the subcontractor before the 
target prices were submitted. As a result of using a higher estimated 
subcontract cost, the target costs were excessive by over $5 million. 
When we brought this to the attention of the contractor and the De- 
partment, the matter was reviewed and the incentive and target profits 
of the contractor were reduced by over $1 million. 

Under the fixed-price incentive type of contract, when negotiated 
target costs are not forecast with reasonable accuracy, cost underruns 
may be due to the initial overestimates of costs and not to the efficiency 
of the contractor. Thus, the additional profits paid to the contractor 
under the profit-sharing arrangement are in the nature of a windfall 
rather than earned profits. Consequently, we believe there is a need to 
restrict the payment of incentive profits to a participation in those 
savings that result from actual accomplishments of the contractor. 
We suggest that this might be accomplished most effectively by so 
providing an additional subsection to section 2306. 

In addition, to provide further safeguards in the use of incentive- 
type contracts, we recommend that the determination to use this type 
of contract be made only by the head of the agency. This can i 
accomplished by amending section 2311 of the act. 

In summary, we believe there are three essential principles in- 
volved in Government procurement which must be carefully observed 
if the Government’s interest is to be properly protected. These 
principles are : 

First, maximum competition must be obtained in all procurements. 

Second, the contract awarded must be of the type which is best 
suited to the nature of each procurement and the conditions and cir- 
cumstances at the time of award. 

Third, in all negotiated procurements, cost information must be as 
complete, accurate, and timely as possible. 

In addition to the areas previously mentioned in our statement where 
changes in legislation may be desirable, there are certain other legisla- 
tive changes which could be made to clarify and strengthen the Armed 
Services Procurement Act. 

Section 2304(a)(1) contains the authority to negotiate contracts 
during a period of national emergency declared by Congress or the 
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President. The present national emergency was decl lared by the 
President on December 16, 1950, and section 2304(a) (1) is presently 
being used primarily to negotiate three classes of contracts. First, 
unilateral set-asides for small business firms. Second, set-asides for 
disaster and surplus labor area programs. And third, experimental, 
development, test, or research work from other than educi ational insti. 
tutions where the contract is over $2,500 but not more thaa $100 5000. 

We have no reason to disagree with the justification or necessity for 
negotiating these procurements. However, such necessity would 
not appear to depend in these cases on the existence of a national 
emergency. 

Obviously, the negotiation of unilateral small business set-asides 
under section 2 304 (a) (1) at the present time serves no purpose other 
than administrative convenience. The same results could be ac- 
complished under section 2304 (a) ( 17) by having the Small Business 
Administration join in all small business set -asides under 2304(a) 
(17). Similarly, the negotiation of research and development con- 
tracts under the national emergency authority serves only to relieve 
the head of the agency of the burden of making a determination to 
negotiate. If, in fact, this burden is too large, it would appear that 
the proper remedy is an appropriate amendment to section 2311. 

With respect to the negotiation of contracts under disaster and 
surplus labor area programs, we believe that consideration might 
well be given to providing specific statutory authority in this area. 
This could also be done by the addition of such authority under 
section 2304(a) (17). 

We understand that the suggestion has recently been made during 
the course of hearings in the House that the unusual prolongation of 
the present national | emergency might justify amending section 2304 
(a) (1) to provide for its use ‘only “during a national emergency de- 
clared by the Congress. We hesitate to endorse this suggestion because 
of the possible need for its immediate use during a period when Con- 
gress is not in session. However, we do suggest that consideration 
might be given to amending this authority so as to limit its applica- 
bility to periods of national emergency declared by the Congress and 
to the first 6 months of a national emergency decl ared by the 
President. 

We have prepared specific language designed to accomplish the 
legislative recommendations discussed herein, which will be made 
available if you so desire. 

Mr. Chairman, this concludes our prepared statement. We will try 
to answer any question you or the members of your subcommittee may 
have. 

Senator TuHurmonp. Mr. Campbell, publication of proposed pro- 
curements in the daily synopsis of the Department of Commerce 
should give prospective suppliers an opportunity to question pro- 
curements they think should be open to competition or formal adver- 
tising. I understand the regulations now require publication of pro- 
posed sole source procurements. Are there any classes of procure- 
ments not now required to be published in the synopsis that you think 
should be published ? 

Mr. Campreti. Well, my understanding, Mr. Chairman, is that 
only procurements over $10,000 are required to be published. 


law 
not 
a ce 


late 
doe 
In 
pre 

) 
que 


pre 


ask 


net 
vel 
co" 
th: 
sta 
tic 
de 


tic 


CO 
he 


al 


he 
tly 
st 
for 
al, 
ti- 
0. 


Id 
al 


les 
er 
C- 
SS 


n- 
ve 
to 
at 


ht 





PROCUREMENT STUDY 150 


Senator Tuurmonp. On page 5, you recommend that the present 
law be amended to require that the use of any exception which does 
not of itself preclude the use of formal advertising, be supported by 
a complete statement of pertinent facts which clearly indicate that use 
of forma! advertising would be impracticable. Would you now or 
later describe what you mean in using the term “any exception which 
does not of itself preclude the use of formal advertising’? By this, 
I mean which of the 17 exceptions you consider that in themselves 

reclude the use of formal advertising? 

Mr. Camrse.tu. Mr. Chairman, in answer to the second part of your 
question—it appears to me that the exceptions No. 12 and No, 3 would 
preclude the use of formal advertising. I would like at this point to 
ask our Deputy General Counsel, Mr. Welch, to comment. 

Senator Tuurmonp. I would be pleased to have him do so. 

Mr. Wetcu. Well, what we meant was that we don’t feel that we 
need an explanation or explanatory statement as the basis not to ad- 
yertise a procurement which on its face is less than $2,500, such as is 
covered by exception 3. If it is under $2,500, we would be satisfied 
that negotiation authority could be used without any explanatory 
statement. And the same is practically true with respect to excep- 
tion 12, as Mr. Campbell stated, because naturally we won’t need any 
detailed explanation justifying not advertising a secret or classified 
procurement. : "T 

Senator THurmonp. On page 5, you recommended that existing 
law be amended to eliminate the provision that decisions, determina- 
tions, and findings of agency heads on negotiated procurements are 
final. If such determinations, decisions and findings were not final, 
could you describe for us the additional authority your office would 
have and give us some indication of how you propose to use such 
authority ¢ 

Mr. Camesety. I would say that the additional authority sug- 
gested would allow us to consider these problems as they are presented 
to us, not with respect to the facts so much as with respect to questions 
of law. 

Mr. Welch is particularly concerned in'this contract area. He has 
been for many years important in our contract division. I think he 
might wish to expand on my comment. 

Senator TuHurmMonp. I would be glad to hear him elaborate on that. 

Mr. Wetcu. Our problem there is that under the present law, cer- 
tain determinations are made final by the law itself, and in such a 
case, or in a case where some question is raised with respect to the ac- 
curacy of a finding or determination, from a legal standpoint we can- 
not question it, because, as I say, the law itself makes that determina- 
tion final. Now, if the finality provision were removed, I think, as a 
matter of law, we could require the finding to be supported by sub- 
stantial evidence. And if it were not so supported, I think we could 
question the finding. 

Senator THurmonpb. Now, on page 5, you indicate that the Depart- 
ment of Defense should review its negotiation practices and pro- 
cedures with the objective of establishing definitive criteria and stand- 
ards to be followed in determining the need to use the authority to 
negotiate. In reporting on S. 1383, the Department of Defense in- 
dicated that such criteria and standards now exist in the Armed Serv- 
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ices Procurement Regulations. Could you elaborate on the areas in 
which you consider that the guidelines for negotiation are now jn- 
adequate ? 

r. Camppett. We are concerned about it, but we have not been 
able to give it the thorough study that we should. We would like to 
see a more thorough presentation of the reasons for the determina- 
tions made. I think it would be helpful if we had some more time to 
prepare a full answer to that particular question, and submit to for 
the record. 


Senator THurMoND, We would be pleased to have you do that. 
(The following information was subsequently submitted :) 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, July 15, 1960. 
Hon, Strom THURMOND, 
Chairman, Subcommittee on Military Procurement Practices, Committee on 
Armed Services, U.S. Senate. 


Dear Mr. CHAIRMAN: In our statement before your subcommittee on May 24, 
1960, outlining some of our observations resulting from our audits and reviews 
of Department of Defense procurement activities, we suggested that significant 
benefits could be realized by a review and reexamination by the Department of 
its negotiation practices and procedures. Further, we suggested that a major 
objective of this review should be to establish definitive criteria and standards 
to be followed in determining the need to use the authority to negotiate. You 
advised us that the Department of Defense has indicated that such criteria and 
standards now exist in the Armed Services Procurement Regulations, and you 
requested that we elaborate on the areus in which we consider that the guide- 
lines are now inadequate. 

We believe the primary deficiency in the Armed Services Procurement Regula- 
tions (ASPR) in this area is its failure to set out, and to require implementa- 
tion of, the intention of the Congress that formal advertising should be used in 
all procurments in which such use is practicable. As presently constituted, the 
eontrolling provisions of the regulation on the question of when advertising is 
required or negotiation is permitted state, in pertinent part, as follows: 

“1-301. Methods of Procurement: It shall be the objective to use that method 
ef procurement which will be most advantageous to the Government—price, 
quality, and other factors considered. * * * Procurement shall be effected by 
advertising for bids and thereafter awarding a contract to the lowest responsi- 
ble bidder, in accordance with the detailed requirements and procedures set 
forth in Section II; except that procurement may be effected by negotiation 
when authorized by and conducted in accordance with the detailed requirements 
and procedures set forth in section III. * * * 

“1-403. Requirements To Be Met Before Entering Into Contracts: Irrespec- 
tive of whether procurement is to be effected by formal advertising or by nego- 
tiation, no contract shall be entered into unless— 

“(i) all applicable requirements of law, or this Regulation, and of pro- 
cedures described by each respective Department have been met; and 

‘*(ié) such business clearance or approval as is prescribed by applicable 
Departmental procedures has been obtained. 

“1-404. Special Requirements To Be Met Before Entering Into Negotiated 
Contracts: In addition to the requirements set forth in 1-403, no contract shall 
be entered into as a result of negotiation until such determinations and findings 
as may be required with respect to the circumstances justifying negotiation and 
with respect to the use of a special method of contracting have been made by 
the persons and in the manner prescribed in parts 3 and 4 of section III. 

“2-102,1. General: 10 U.S.C. 2304(a) provides that all contracts for supplies 
or services, with certain stated exceptions, shall be made by formal advertising. 
(See sec. III, pt. 2, for discussion of the exceptions.) In accordance with this 
requirement, procurements shall generally be made by soliciting bids from all 
qualified sources of supplies or services deemed necessary by the contracting 
officer to assure full and free competition consistent with the procurement of the 
required supplies or services, * * * 

“3-200. Scope of Part: Subject to the limitations prescribed in part 1 of this 
section III, and pursuant to the authority of 10 U.S.C. 2304(a), procurement 
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may be effected by negotiation under any one of the exceptions ((1) through 
(17) of 10 U.S.C. 2304(a)) set forth in this part 2.” 

“The pertinent limitations set forth in part 1 of section III, which are referred 
to in 8-200, are restricted to the following: 

“102. General Requirements for Negotiation: No contract shall be entered 
into as a result of negotiation unless or until the following requirements have 
peen satisfied : 

“(i) the contemplated procurement comes within one of the circumstances 
permitting negotiation enumerated in section III, part 2; 

“(ii) any necessary determinations and findings prescribed in section III, 
part 3, have been made; 

“(iii) such business clearance or approval as is prescribed by applicable 
departmental procedures has been obtained ; and 

“(iv) the prospective contractor has been determined to be responsible in 
accordance with section I, part 9.” 

It is our opinion that these provisions of the regulation permit the use of ne- 
gotiation wherever the procurement can be fitted into one of the enumerated 
drcumstances, even though the procurement could be formally advertised. We 
think this situation might be improved if the regulation is amended to specifi- 
cally require the use of formal advertising whenever such use is practicable, and 
to require that the use of any exception which does not, of itself, preclude the 
use of formal advertising be supported by a complete statement of pertinent facts 
which clearly show why the use of formal advertising would be impracticable. 

Section III, part 2, of ASPR, which is referred to in 3—102(i) quoted above, 
cited the authority for procurement by negotiation under the 17 exceptions of 
10 U.S.C. 2804(a) and the application of this authority. Application of the 
authority for procurement by negotiation under certain of the exceptions is dis- 
cussed in general terms which afford inadequate guidelines for contracting offi- 
dials to follow in determining that procurement by negotiation is appropriate, 
as shown by the following examples: 

(1) Under exception 9, perishable or nonperishable subsistence supplies may 
be procured by negotiation. ASPR, paragraph 3-209.2, states that “The author- 
ity of this paragraph 3-209 may be used for the purchase of any and all kinds 
of perishable or nonperishable subsistence supplies.” [Italic supplied.] We 
interpret this paragraph to provide that supplies of all kinds related to sub- 
sistence may be procured by negotiation, whether they are of such a perishable 
nature that they must be purchdsed on a day-by-day basis or of such a relatively 
durable nature that they may be purchased in quantities sufficient to satisfy 
requirements for an extended period of time. However, the legislative history 
of the amendment which added nonperishable subsistence supplies to exception 
9 indicates that this authority was requested, and intended, only for tse in the 
procurement of seasonal packs of canned meats, fruits, and vegetables, (See p. 
3, S. Rept. 2201, 85th Cong., and p. 5176 ard 5223 of the hearings before 
the House Armed Services Committee on H.R. 7995, 84th Cong.) We believe 
that many nonperishable subsistence supplies can be, and properly should be, 
procured by formal advertising and that more specific guidelines, which would 
place reasonable restraints on the use of the authority to procure nonperishable 
subsistence supplies by negotiation, should be developed. 

In this regard, it is noted that, in appearing before the House Committee on 
Armed Services on June 1, 1960, in connection with H.R. 12299, a bill to amend 
the Armed Services Procurement Act of 1947, the Assistant Secretary of Defense 
(Supply and Logistics) stated that the Department of the Army was currently 
evaluating its procedures in the stbsistencée supply area, and that the evaluation 
should be completed in the near future. 

(2) Under exception 10, purchases and contracts may be negotiated for prop- 
erty or services for which it is impracticable to obtain competition, This au- 
thority extends to procurements of more than $50,000 when its use is approved 
in advance at a level higher than that of the contracting officer, and every con- 
tract negotiated under this authority must be accompanied by a signed state- 
ment of the contracting officer justifying its use. 

The ASPR cites various circumstances under which procurement may be ne- 
gotiated under exception 10 but does not set forth the factors to be considered 
in determining whether it is impracticable to obtain competition, We believe 
that this lack of guidance is responsible in large part for our findings that in 
specific procurements the conditions cited in the justification for negotiation did 
not make competition impracticable or could have been avoided, For example, 
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ASPR, paragraph 3-210.2, includes the following as illustrative of the circum- 
stances with respect to which the authority under this exception may be used: 
“(¢) when supplies or services can be obtained from only one person or 

firm (‘sole source of supply’) ; 


» * * * “ * ° 


“(xiii) when it is impossible to draft, for a solicitation of bids, adequate 
specifications or any other adequately detailed description of the required 
supplies or services ; 


* * * * * * * 


“‘(2v) when the contemplated procurement is for parts or components 
being procured as replacement parts in support of equipment specially 
designed by the manufacturer, where data available is not adequate to 
assure that the part or component will perform the same function in the 
equipment as the part or component it is to replace.” 

It is our opinion that each of the above illustrations would be more meaning- 
ful to contracting officials and to those who review their actions if they in- 
cluded reference to steps to be be taken in determining that the condition actually 
exists, that it does rule out competition in the particular case, and what ean 
be done to overcome the condition in any future procurements of the item 
being bought. 

With respect to (i) above, our audits and reviews have indicated that there 
is urgent need for more adequate guidance not only to restrict use of exception 
10 to those situations in which it is genuinely impracticable to obtain ecom- 
petition but, in addition, to assure that all reasonable efforts are made to estab- 
lish conditions favorable to competition. We feel that under existing regula- 
tions contracting officials are able to negotiate on grounds of sole source with- 
out furnishing specific evidence that this is the case. We believe, therefore, 
that more specific requirements are needed to assure that, prior to invoking 
exception 10 to support a sole source procurement, a sufficient investigation is 
made in each instance to determine whether procurement from other sources is 
feasible. Consideration might be given to accomplishing this objective by 
a specific provision in the regulation prohibiting the procurement of supplies 
and services on which price competition is not restricted by law, regulation, 
patent rights, etc., unless such procurement is first publicized in the Commerce 
Daily Synopsis and such publication fails to reveal alternate sources of supply. 

With respect to examples (i) and (iii) above, the Government in many 
instances has not been in a position to realize the maximum benefits of competi- 
tion in procurement of military items because manufacturing drawings have not 
been obtained in a timely manner or were not readily accessible to the con- 
tracting agency. Under such circumstances it may appear to the contracting 
officials that there is only one source from which the supplies or services may 
be obtained or that only the supplies or services available from the initial 
suppliers can satisfy the current requirements. We believe that the Department 
of Defense should reexamine its policies and procedures with respect to utiliz- 
ing drawings, specifications, and other production data, to assure that, to the 
maximum extent appropriate, the Government is able to buy competitively 
rather than being restricted to purchasing from the initial suppliers of the 
items. We believe that such reexamination will confirm the need for more 
comprehensive instructions by the Department of Defense, covering all aspects 
of using production data so as to make competition practicable. 

With respect to example (xv) above, ASPR, paragraph 1-313, cites the fol- 
lowing provisions: 

“(a) Parts for military equipment, to be used for replenishment of stock, 
repair, or replacement, must be procured so as to assure the requisite 
safe, dependable, and effective operation of the equipment. Where it is 
feasible to do so without impairing this assurance, parts should be pro- 
cured on a competitive basis, as in the kind of cases described in (0b) below. 
However, where this assurance can be had only if the parts are procured 
from the original manufacturer of the equipment or his supplier, the pro- 
curement should be restricted accordingly, as in the kind of cases described 
in (¢€) below. 

“(b) Parts that are fully identified and can be obtained from a number 
of known sources, and parts for which fully adequate manufacturing draw- 
ings and any other needed data are available (or can be made available 
in keeping with the policies in sec. IX, pt. 2), are to be procured on a com- 
petitive basis. In general, such parts are of a standard design configura- 
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tion. They include individual items that are susceptible of separate pro- 
curement, such as resistors, transformers, generators, spark plugs, electron 
tubes, or other parts having commercial equivalents. 

“(c) Parts not within the scope of (b) above generally should be pro- 
cured (either directly or indirectly) only from sources that have satis- 
factorily manufactured or furnished such parts in the past, unless fully 
adequate data (including any necessary proprietary data), test results, and 
quality assurance procedures, are available (or can reasonably be made 
available in keeping with the policies in sec. IX, pt. 2) to assure the 
requisite reliability and interchangeability of the parts, and procurement 
on a competitive basis would be consistent with the assurance described 
in (a) above. In assessing this assurance, the nature and function of 
the equipment for which the part is needed should be considered. To illus- 
trate, acceptable tolerances for a commercial television part may be far less 
stringent than those for a comparable military radar part, permitting 
competitive procurement of the former but not of the latter. The exacting 
performance requirements of specially designed military equipment gener- 
ally demand that parts be closely controlled and have proven capabilities 
of precise integration with the system in which they operate, to a degree 
that precludes the use of even apparently identical parts from new sources, 
since the functioning of the whole may depend on latent characteristies of 
each part which are not definitely known.” 

Under the above-cited provisions, the responsibility for determining the reli- 
ability of replacement parts rests with procurement officials and, we believe, 
encourages procurement of such parts from the original suppliers without an 
attempt to obtain competition. Although section IX, part 2, of the regulation 
sets forth the Department of Defense policy, implementing instructions, and 
contract clauses with respect to acquisition and use of data and copyrights, we 
believe that the Department of Defense should establish appropriate instructions 
and procedures to assist procurement officials in determining whether parts 
which may be obtained on a competitive basis from sources other than the original 
suppliers are in fact satisfactory “to assure the requisite safe, dependable, and 
effective operation of the equipment.” 

8. The decision to award contracts by negotiation under exceptions 11 to 16 
must be supported by determinations and findings, as required by 10 U.S.C. 2310 
and section III, part 3, of the regulation. .However, the regulation is silent on 
both the form and content of such determinations and findings. In our review 
of various findings and determinations we have noted that they are generally 
quite brief and do not provide enough information concerning the circumstances 
relating to the procurement to clearly show the factors requiring the use of the 
authority to negotiate. We believe that the regulation should be amended to 
require a complete statement of pertinent factors clearly establishing that for- 
mal advertising procedures would not be practicable and, in addition, where 
negotiation is restricted to a sole source, that an award to other qualified sup- 
pliers would not be in the interests of the Government. Under exception 14, for 
example, purchases and contracts may be negotiated if— 

“for technical or special property that he [the Secretary] determines to 
require a substantial investment or an extended period of preparation for 
manufacture and for which he determines that formal advertising and com- 
petitive bidding might require duplication of investment or preparation 
already made, or would unduly delay the procurement of that property.” 

ASPR, paragraph 3-214.2, states that— 

“The authority of this paragraph 3-214 will in general be used in situ- 
ations where it is preferable to place a production contract with the supplier 
who had developed the equipment; and thereby either assure to the Govern- 
ment the benefit of the techniques, tooling, and equipment already acquired 
by that supplier, or avoid undue delay arising from a new supplier having to 
acquire such techniques, tooling, and equipment.” 

The legislative history indicates that the authority in exception 14 was con- 
sidered necessary because adherence to formal advertising procedures in the 
procurement of aircraft, missiles, etc., would consistently result in the United 
States being 1 to 2 years behind latest developments. We have no quarrel with 
this reasoning. We agree that negotiation may be necessary and desirable in 
a number of the procurements of these articles and that a substantial increase 
in leadtime, which may be required by a ‘contractor who must duplicate prepara- 
tion already made by another contractor, would, in some cases, justify negotia- 
tion on a sole-source basis as contemplated by exception 14. 
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During the fiscal year 1959, over $7 billion, amounting to more than 27 percent 
of the total defense procurement dollars, was obligated by contracts negotiated 
under exception 14. In many of these cases it presumably was appropriate to 
use negotiation under exception 14 in order to avoid undue delays. However, 
negotiation to avoid duplication of investment does not, in our opinion, neces. 
sarily result in economy in procurement. On the contrary, higher costs to the 
Government may result from negotiating with a sole established supplier, since 
the restraining influence of competition is not present. It is important, there 
fore, that contracting officials be required to determine whether other qualified 
suppliers are willing to make the necessary investment and compete for the 
award. Based on this information, a determination should be made ag to 
whether formal advertising or negotiation will best serve the interests of the 
Government. We believe the regulation should so provide. 

We appreciate the opportunity to submit these additional comments. 

Sincerely yours, 


JOSEPH CAMPBELL, 
Comptroller General of the United States. 


Senator Tuurmonp. On page 7, you suggest that the law be 
amended to require, whenever practical, the conduct of negotiations 
with responsible offerers who stibmit proposals within a competitive 
range, price, and other factors considered. 

Now, do [ correctly understand that you desire to prevent in all 
cases the award of a contract after the first proposals are received, 
and that you mtend to require a second contract in all cases? 

Mr. Campseity. Our answer there, Mr. Chairman, is that we do 
intend, after the first proposals are received, that there should be a 
second contact in all cases. 

Senator THurmonp. Do you have anything you would like to say 
on that, Mr. Welch ? 

Mr, Wetcu. Our feeling is that where negotiation procedures are 
used, negotiation was intended by the Congress when it was author- 
ized to be used as contemplating at least some discussion with offerers, 
Therefore, we feel that when the offerers come in with their offers, 
that at least they should be given a second chance, or that some dis- 
cussion should be had with them, to see if they might not give the 
Government a better price, or a better contract. 

Senator THurmMonp. On page 10, you recommend that exception 14 
be amended by eliminating the authority to negotiate because adver- 
tising might result in a duplication of initial private investment. It 
has = suggested that advertising instead of using exception 14 to 
negotiate a contract with the company that developed a product, 
would mean either that the award would be made to the untrained 
contractor, who would have to go through the time-consuming and 
uneertain process of development and education again, or that the 
award would be made to the trained contractor whose bid would have 
to be only low enough to shade any other untrained bidder and could 
thereby result in unreasonable profit growing out of repetitious 
charges for tooling and other preparatory work. 

If your suggested amendment were adopted, what defense would 
the Government have against the awards going to the trained con- 
tractor whose bid would have to be only low enough to shade any 
other untrained bidder? 

Mr, Campsety. I will ask Mr. Welch to answer that question, Mr. 
Chairman. 

Mr. Wetcn. Our problem there, Mr. Chairman, is that we feel 
that merely because one company has made a substantial initial in- 
vestment which might have to be duplicated by another company if 
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advertising procedures were resorted to, is not in itself sufficient to 
merely negotiate with that one company. We feel that a determina- 
tion should be made, even if the initial investment has been made by 
one company, and would have to be duplicated by another, that this 
duplication would result in excess cost to the Government in making 
the procurement under advertising procedures, or would result in 
undue delay, by reason of another contractor having to duplicate that 
investment. 

It is not always true that another contractor cannot be permitted 
to take the extra time that might be required to duplicate the invest- 
ment. Also, we have seen eases where a determination has been made 
under exception 14 to make an award to a particular company because 
it has made an investment, and other companies come to us, and 
complain that they have also made a substantial initial investment in 
recent years, and they are also ready to meet the requirements of this 
particular procurement, and should be given an opportunity to bid 
on the procurement. Where that situation prevails, we think that they 
have a reasonable basis to complain. 

Senator THurmonD. Is your position that other companies should 
be allowed to come in and bid, if we are willing to make an investment, 
even though some other companies have made an initial investment ? 

Mr. Wetcn. Provided, of course, the circumstances are such that 
the additional delay that might be involved would not unnecessarily 
interfere—— 

Senator Tuurmonp. Would not be injurious to the national defense ? 

Mr. Wetcn. That is right; yes, sir. 

Senator THurMoNnD. On page 18 you recommend that the head of 
an agency be prohibited from ee et the authority to make a 
determination justifying the use of an incentive-type contract. I 
recognize that incentive-type contracts have been shown to be hazard- 
ous m some of your reports. At the same time, the procurement 
statistics show that for fiscal year 1959, a total of 6,480 procurement 
actions applied to incentive contracts, with the Air Force having 4,430 
such actions. Considering this volume, do you think that the agency 
head could really give the careful considerations that these determi- 
nations deserve ? 

Mr. Campsextt. Mr. Chairman, I think, as I indicated in my state- 
ment, we are aiming to see the number of these incentive contracts 
decreased, perhaps by the use of advertising and the use of other types 
of contracts. 

Now, I agree that the remaining number might be a burden. But 
it is possible that some limitation as to amount could be used, so that 
it would leave, I think, relatively few contracts for the agency head 
to approve. 

What the minimum amount would be, would be a question of judg- 
ment. I think it shouldn’t be a problem. 

Senator Tuurmonp. Do you feel it would be practical for that to 
be done ? 

Mr. Campsetyt. On the basis that I think that the number of in- 
centive contracts probably is too high now, and could be reduced by 
use of other types of contracts. In addition, if a limitation were put 
on the amount requiring—the amount of the contract which would 
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require the head of the department’s approval, that would in turn 
decrease the number of contracts which would have to go to him for 
approval. 

Senator THurmonp. Now, Mr. Campbell, I would like to clarify 
your suggestions for amending section 2304(a) (i). I understand that 
this authority to negotiate contracts during a period of national emer- 
gency is presently being used only for unilateral set-asides for small 
business firms, disaster, and surplus labor area programs, and for 
research and development under $100,000. 

Your statement seems to suggest that consideration be given to pro- 
viding permanent substantive authority for each of these programs 
elsewhere, and that the authority for them under 2304(a)(1) should 
be terminated. 

If the objective is to limit and control negotiation, what is gained 
by converting authority that now depends on the continued existence 
of a national emergency into permanent authority ? 

Mr. Camppety. May I ask Mr. Welch to answer that? 

Senator THurmonp. I would be pleased to have him do so. 

Mr. Wetcu. Our objective in this particular area is not so much to 
control negotiation. I think we would concede that these three types 
of procurements should continue to be negotiated. Our feeling is that 
if the act is to be amended, we should also do away with this emer- 
gency authority which has been used now since 1950, and provide for 
the procurements that are now being made under that authority to 
be made under some other special type of authority. And this is the 
basis for our recommendation, in this regard. 

Senator Tuurmonp, Some Members of Congress have expressed 
doubts about the adequacy of the authorization for surplus labor area 
programs. So long as the authority for these programs is tied to 
section 2304(a)(1), the authority can be considered temporary in 
nature, because it would end when the national emergency proclaimed 
in 1950 is terminated. 

Do I correctly understand that you suggest consideration of provid- 
ing permanent statutory authority in this area? 

Mr. Campseti. Mr. Welch will answer that. 

Mr.-Wetcnu. For the reason I just stated, we think it would be 
preferable to take this authority out from under the national emer- 
gency authority. 

Of course, too, the authority to negotiate contracts to surplus labor 
areas would always depend upon their first being determined to be 
surplus labor areas. This is done by the Secretary of Labor. So, 
while it would be permanent. authorization to continue to negotiate 
contracts in this area, such negotiation could only be conducted where 
the Secretary of Labor determined that such an area actually existed. 

For that reason, we don’t feel that making the permanent authority 
would really change the situation from what it is now, under the 
emergency authority. 

Senator THurmonp. I want to ask you this. In your contacts with 
the key Defense officials who handle procurement, have you had an 
opportunity to discuss these recommendations with them, and what 
has been their reaction / 

Mr. Wetcn. No; we have not discussed them particularly with any 
particular Department of Defense representatives. 
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Senator THurmonp. I was just wondering if not a discussion by 
your office with the Defense procurement officials would be helpful 
along this line. Possibly they might have a viewpoint that you don’t 
have, and you may have view points that they don’t have. And maybe 
that there could be a reconciling of differences, and an agreement on 
changes that would be very beneficial to the procurement law. 

Mr. Weicu. That is quite true, Mr. Chairman. As a matter of 
fact, I think they do agree with us in certain areas. On the other 
hand, there have been some instances of disagreement where we have 
suggested changes with respect to what. we have thought was flagrant 
use “of the negotiation authority. But we are in touch with ‘them 
regularly in connection with particular ¢ cases involving such matters. 

Mr. Campsett. You see, Mr. Chairman, we have handled with them 
hundreds of cases on an individual basis; and it is in the execution 
of these cases, which are the difficult ones, that have come to us—I 
think these problems do arise. We realize our differences, and also 
our agreements. 

Senator THURMOND. From your testimony, it appears that serious 
consideration should be given to amending certain statutory law. 

Mr. Wetcu. Yes, sir. 

Senator THurmonp. And my thinking was that it might be very 
helpful to this committee—to the subcommittee—if we could under- 
stand just on which of these recommendations the Defense Depart- 
ment officials are in accord with you and on which they are not—and 
why they are not. 

Would there be any way that you could contact the officials and 
hold discussions and conferences on this matter, and give us the bene- 
fit of the joint discussion by your office with the Defense officials ? 

Mr. Wewcu. I am sure that this could be done. As a matter of 
fact, we have already been told informally by one Defense Depart- 
ment official, anyway, that they agree with our recommendation that 
we are making here—that where there is a choice between advertising 
and negotiation, the mere fact that the procurement would fit under 
one of the exceptions should not necessarily mean that it ought to be 
negotiated. They agree with us on that. They, as I understand it, 
are willing to change their regulations to require advertising in any 
case where advertising and. negotiation can be used interchangeably. 

Senator TuHurmonp. I have seen lawyers with cases in court, and 
one side would come in, and take a very definite and firm position. 
The other side would take their definite and firm position to the con- 
trary. And then, through a conference, they would get together and 
reach an agreement on a great many areas. And it seems to me 
this would be helpful to us, , because I value highly the recommenda- 
tions of your office. 

I want Mr. Campbell to know that, and I think it would be very 
helpful to us if conferences could be held with these Defense officials, 
and take up each item, seriatim, as you have given here, as you deem 
advisable, and discuss with them. 

And if you would list, No. 1, the recommendations that you make, 
and then state whether or not they are in accord with it; and if they 
are not, why they are not. And if you reach an agreement—and if 
you don’t reach an agreement, I would like to have the agreement of 
each on that particular point. 
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Now, that would really be a very fine service to the subcommittee 
if you can do that. . 

Mr. Wetcu. We will be glad to see if we cannot do that, Mp. 
Chairman. 

Senator Tuurmonp. It will take some time, I realize that. How- 
ever, I don’t know of any way you could spend your time in a more 
profitable manner. It may result in a saving of billions of dollars 
to our country. 

Mr, Wetcu. Yes, sir. 

Mr. Camppextyi. Very well, Mr. Chairman, we will do that. 

Senator Tuurmonp. Thank you very much. Mr. Campbell, I want 
to thank you and Mr. Welch and your associates for appearing here 
and the enlightening testimony you have given us in connection with 
this important matter. 

(The following statement was subsequently submitted :) 


COMPTROLLER GENERAL OF THE UNITED STates, 
Washington, June 29, 1960. 
Hen. Strom THURMOND, 
Chairman, Subcommittee on Military Procurement Practices, 
Committee on Armed Services, U.S. Senate. 


DEAR Mr. CHAIRMAN: This is in response to your request, at the conclusion of 
our testimony before the subcommittee on May 24, 1960, that representatives of 
this Office and the Department of Defense conduct further discussions of our 
various recommendations for amendments to existing military procurement 
legislation and submit a report to the subcommittee based on such discussions. 

Suggested language to accomplish the amendments we recommended was 
submitted to the subcommittee with our prepared statement and, as you are 
undoubtedly aware, such language was incorporated, substantially, into H.R. 
12299. Hearings on this bill were conducted on May 81, June 1, and June 2 
before the House Committee on Armed Services. The hearings indicated sub- 
stantial agreement on certain provisions of the bill. Additional areas of agree- 
ment on several features of the bill were reached through subsequent discus- 
sions between counsel for that committee, répresentatives of the Department of 
Defense, and representatives of our Office. As a result, a clean bill, H.R. 12572, 
was introduced. It was reported by the committee on June 13 and passed the 
House of Representatives on June 24, 1960. A copy of H.R. 12572 is attached 
for your ready reference. 

We feel that there is substantial agreement between our Office and the De 
partment of Defense on the provisions of section (a), (b), (c), (d), (f), and (i) 
of H.R. 12572. 

With respect to section (e), the first part of that section (lines 11 to 19, p. 3 
of the bill) would amend section 2304 of title 10, United States Code, so as to 
provide statutory requirements with respect to conducting written or oral dis- 
cussions in negotiated precurements. Our suggestion to your subcommittee in 
this area was directed primarily against the practice, presently permitted under 
Armed Services Procurement Regulation 3-805, of awarding contracts without 
discussions with bidders in the competitive range. Basically our reasons for 
the position that negotiation procedures generally should include discussions 
are: First, the contracting officer must generaily base his evaluation of the 
contractor's proposal on facts and information supplied by the proposed con- 
tractor and may not be in a position to determine with any degree of certainty 
the reasonableness of estimated costs and proposed prices. Second, the proce 
dure may well result in the curtailment of competition and be conducive to 
preferential treatment of contractors. Third, the Government may well be 
deprived of additional savings through failure to attempt the negotiation of more 
favorable prices. And, fourth, we feel that Congress intended that the negotia- 
tion procedure authorized by the Armed Services Procurement Act should in- 
clude discussion or bargaining, at least to some extent. 

The Department of Defense contends that if there is reasonable assurance 
that negotiation discussions will be had with all offerors, bid proposals will fre- 
quently contain allowances for contingencies and would usually be considerably 
higher than the offeror would ultimately be willing to negotiate. The Depart- 


ce, eee 
-—-.—_ 








ment 
then 


on I 
ease 


with 
woul 
notil 


ee 


W- 
re 
L's 


nt 


th 


of 
of 


nt 


18. 
as 


b- 
8- 


‘9 
he 


1) 
to 


er 
ut 
or 


eEtEor=“s TF eB 


l- 
i 


e 


t- 


ea at 


PROCUREMENT STUDY 165 


ment feels that if the right is reserved to make an award without discussions 
then the offerors will submit their best price proposals at the outset. 

The latter part of the amendment to section 2304 beginning with the proviso 
on line 19 provides that written or oral discussions need not be had in the 
ease of authorized set-aside programs or where it can be clearly demonstrated 
from the existence of adequate competition or accurate prior cost experience 
with the product, that acceptance of an initial proposal without discussion 
would result in fair and reasonable prices and where requests for proposals 
notify all offerors of the possibility that award may be made without discussion. 
We understand this part of section (e) would meet the objectives of the Depart- 
ment of Defense. We have no objection to making the negotiation require- 
ments inapplicable to procurements in implementation of authorized set-aside 
programs. However, except for such procurements we believe that a general 
requirement to conduct discussions with all offerors within a competitive range 
should prevail. The fact that an offeror must be within the competitive range 
in order that his proposal be the subject of further negotiations, would, we 
believe, elicit initial responsive bids relatively free of abnormal contingency 
factors and thereby overcome the Department of Defense’s argument that the 
right to award without negotiation must be reserved to force responsive initial 
proposals. Moreover, effective negotiations should identify any remaining un- 
warranted allowances for contingencies. We therefore believe discussions with 
all offerors within a competitive range to be the essence of sound negotiation 
procedures essential to achieving the most favorable prices for the Government. 

Section (g) of the bill, which would add a new subsection (f) to 10 U.S.C. 
2306, covers limitations on profit formulas in negotiated incentive-type contracts. 
We agree with the objectives of this section and particularly favor its provision 
which would require all incentive contracts to provide for an adjustment to 
exclude any sums by which it may be found after audit that target cost or price 
may have been increased as a result of inaccurate, incomplete, or noncurrent 
data. However, we believe the section should go further and provide that addi- 
tional fees or profits for reductions of costs below negotiated targets should be 
limited to those reductions which are attributable to some effort on the part of 
the contractor to earn such additional fees or profits, whereas it would appear 
to be the position of the Department of Defense that the contractor should par- 
ticipate in all reductions, regardless of how generated, except those which are a 
result of initial targets having been based on imaccurate, incomplete, or non- 
current cost data. Also, we are of the opinion that it should be incumbent upon 
the contractor to demonstrate his entitlement to additional incentive fees or 
profits, whereas the Department of Defense apparently would prefer to require 
the Government to demonstrate that a contractor is not entitled to additional 
incentive fees or profits. 

We have given further consideration to this problem since appearing before 
your subcommittee and now feel that a provision substantially as follows would 
be better designed to accomplish our objectives in this area— 

“(f) No incentive-type contract shall be negotiated under this title unless 
the incentive profit formula contained therein would reward the contractor 
only for cost reductions accomplished by improved methods, practices, and 
techniques in the manufacture, production, fabrication, or assembly of the 
items, including any economies achieved in labor, material, or overhead 
costs not otherwise predictable as a result of prior production experience: 
Provided, That in no event shall additional fees or profits be allowed for cost 
reductions or target cost underruns resulting from voluntary reductions in 
subcontract prices or from use at the time of negotiations of cost data or 
other information that was incomplete, inaccurate, or noncurrent, including 
the use of subcontract prices based on incomplete, inaccurate, or noncurrent 
data. Such negotiated contracts shall contain a provision that the target 
cost or price shall be adjusted on the basis of an audit to exclude any net 
sums by which the target cost or price may have been overstated as a 
result of inaccurate, incomplete, or noncurrent data or information.” 

In addition, it is not entirely clear from the language of section (g) of H.R. 
12572 whether initial target costs or profits which include estimates based upon 
price estimates or preliminary quotations from subcontractors would be inter- 
preted as being subject to adjustment if, at a later date, it is found that the 
initial subcontract prices or quotations had been inaccurate, incomplete, or non- 
current at the time of negotiation or that the subcontractor, at some later date, 
had voluntarily reduced its prices through no effort on the part of the prime 
contractor to obtain such reduced prices. 
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With respect to section (h) of the bill, it is to be noted that this section eon- 
tains a provision that findings required by the subsection shall be final. Yoy 
will recall that in our recommendation to your subeommittee for amendatory 
legislation which would specifically require the use of formal advertising jn 
all procurements in which use of such method was feasible and practicable we 
also recommended that the present provisions of section 2310, making decisions, 
determinations, and findings on use of the negotiation authority final, be amendeq 
to delete such finality provisions. 

Our recommendation for deletion of the finality provisions was based upon our 
belief that if decisions, determinations, and findings with respect to the use of 
negotiation authority were not final it would encourage a greater number of 
procurements by formal advertising and would permit possible correction of 
inequities should circumstances so warrant. However, H.R. 12572 does not pro- 
pose to eliminate the finality provisions of the present law. Instead the bill would 
extend the finality provisions to the present law to findings made at the con- 
tracting officer level with respect to facts and circumstances justifying non- 
use of formal advertising and the use of authority to negotiate under clauses 
(2), (7), (8), and (10) of 10 U.S.C. 2304(a). We understand the Department 
of Defense is in favor of the finality provisions now contained in the present 
law as well as the above-mentioned extension of finality to findings of the con- 
tracting officer. However, as stated before, we believe deletion of the finality 
provisions would promote greater use of formal advertising procedures, which 
is one of the primary objectives of the bill. Extending the finality provisions of 
the present law to findings made at the contracting officer level may further 
compound the problem. 

We would be glad to discuss these matters further with the subcommittee 
or its staff. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 


[H.R. 12572, 86th Cong., 2d sess. ] 
A BILL To amend the Armed Services Procurement Act of 1947. 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That title 10 of the United States Code is 
hereby amended as follows: 

(a) Subsection 2304(a) is amended to read as follows: 

“(a) Purchases of and contracts for property or services covered by this 
chapter shall be made by formal advertising in all cases in which the use of 
such method is feasible and practicable under the existing conditions and cir- 
cumstances. If use of such method is not feasible and practicable, the head of 
an agency, subject to the requirements for determinations and findings in 
section 2310, may negotiate such a purchase or contract, if—”. 

(b) Subsection 2304(a)(1) is amended to read as follows: 

“(1) it is determined that such action is necessary in the public inter- 
est during a national emergency declared by the Congress or for a period 
of six months following a national emergency hereafter declared by the 
President.” 

(c) Subsection 2304(a) (14) is amended to read as follows: 

“(14) the purchase or contract is for technical or special property that 
he determines to require a substantial initial investment or an extended 
period of preparation for manufacture, and for which he determines that 
formal advertising would be likely to result in additional cost to the 
Government by reason of duplication of investment or would result in 
duplication of necessary preparation which would unduly delay the pro- 
curement of the property :”. 

(d) Subsection 2304(a) (17) is amended to read as follows: 

“(17) otherwise authorized by law, or when in furtherance of small 
business, labor surplus area. or major disaster area programs, the agency 
head determines that supplies or services are to be procured from small 
business concerns as defined by the Administrator of the Small Business 
Administration, from concerns which will perform the contracts substan- 
tially within labor surplus areas as determined by the Secretary of Labor. 
or from concerns which will perform the contracts substantially within 
areas of major disaster as determined by the President.” 
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(e) Section 2304 is amended by adding a new subsection as follows : 

“(g) In all negotiated procurements in excess of $2,500 in which rates or 
prices are not fixed by law or regulation and in which time of delivery will 
permit, proposals shall be solicited from the maximum number of qualified 
sources consistent with the nature and requirements of the supplies or services 
to be procured, and written or oral discussions shall be conducted with all 
responsible offerors who submit proposals within a competitive range, price, 
and other factors considered: Provided, however, That the requirements of this 
subsection with respect to written or oral discussions need not be applied to 
procurements in implementation of authorized set-aside programs or.to pro- 
curements where it can be clearly demonstrated from the existence of adequate 
competition or accurate prior cost experience with the product, that acceptance 
of an initial proposal without discussion would result in fair and reasonable 
prices and where the request for proposals notifies all offerors of the possibility 
that award may be made without discussion.” 

(f) The second sentence of subsection 2306(a) is amended by substituting 
“(f)” for “(e)” 

(gz) Section 2306 is amended by adding a new subsection as follows: 

“(f) No contracts shall be negotiated under this title containing a profit 
formula that would allow the contractor increased fees or profits for cost re- 
ductions or target cost underruns, unless the contractor shall have certified 
that the cost data he submitted in negotiations for the fixing of the target cost 
or price was current, accurate, and complete; and such contracts shall con- 
tain a provision that the target cost or price shall be adjusted to exclude any 
sums by which it may be found after audit that the target cost or price may 
have been increased as a result of any inaccurate, incomplete, or noncurrent 
data.” 

(h) Subsection 2310(b) is amended to read as follows: 

“(b) Each determination or decision under clauses (11)—(16) of section 
2304(a), section 2306(c), or section 2307(c) of this title shall be based on a 
written finding by the person making the determination or decison, and such 
findings shall set out facts and circumstances which (1) are clearly illustrative 
of the conditions described in clauses (11)—(16) of subsection 2304(a), or (2) 
clearly indicate why the type of contract selected under subsection 2306(c) is 
likely to be less costly than any other type, or (3) clearly indicate why ad- 
vance payments under subsection 2307(¢c) would be in the public interest. 
Contracts negotiated under clauses (2), (7), (8), (10), (12) and for property 
or supplies under (11) of section 2304(a) shall be supported by a written find- 
ing setting out facts and circumstances sufficient to clearly and convincingly es- 
tablish that use of formal advertising would not have been feasible and prac- 
ticable. Each determination, decision, and finding required by this subsection 
shall be final and shall be kept available in the agency for at least six years after 
the date of execution of the contract to which it applies, and a copy thereof 
shall be submitted to the General Accounting Office with each contract to which 
it applies.” 

(i) Section 2311 is amended to read as follows: 


“§ 2311. Delegation 

“The head of an agency may delegate, subject to his direction, to any other 
officer or official of that agency, any power under this chapter except the power 
to make determinations and decisions under clauses (11)—(16) of section 2304 
(a) of this title. However, the power to make a determination or decision 
under section 2304(a) (11) of this title may be delegated to any other officer or 
official of that agency who is responsible for procurement, and only for con- 
tracts requiring the expenditure of not more than $100,000.” 


Senator TuHurmonp. I see we have with us this morning Senator 
Russell Long, of Louisiana, a former member of the Armed Services 
Committee, and an able and distinguished colleague. He has re- 
quested an opportunity to testify on the handling of patents by the 
Department of Defense. 

Senator Long, we are glad to have you with us. We will be glad 
to hear from you at this time. 
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STATEMENT OF HON. RUSSELL B. LONG, A U.S. SENATOR FROM THE 
STATE OF LOUISIANA 


Senator Lone. Thank you so much, Mr. Chairman. 

Mr. Chairman, in the humble judgment of this Senator, havin 
at one time had the good honor of serving on this committee, an 
trying in my limited capacity to perform some of the functions that 
you are performing here now—that is, go thoroughly into problems 
before the Congress and try to present to the full committee an 
answer to them—the most important problem in terms of procure- 
ment that we will have to pass on in this Congress is what is to be 
the patent policy of the U.S. Government. 

Now, there is no doubt in my judgment that the patent policies of 
the Nationa] Aeronautics and Space Administration should be the 
same as the patent policies of the Department of Defense, and there 
is good cause that the patent policies of the Atomic Energy Com- 
mission should be consistent with these. 

Mr. John Johnson, who testified before our Small Business Com- 
mittee, made great point of the fact that these policies should be con- 
sistent. And I agree entirely with that. 

The administration has a bill on the House side, trying to make 
these policies consistent. 

The only difficulty, it seems to me, is that they are trying to make 
it consistent in exactly the wrong direction. Every time that Con- 
gress has voted on research and development done with Federal 
funds—and we have already voted on it several times—the Congress 
has consistently, and without exception, always voted that the prod- 
uct of that research should belong to the 180 million people of this 
country, rather than belong to the one firm who was successful in 
getting a research contract. 

Historically, I believe the Government did its own research. At 
that time there were no problems. But the contractors came in and 
wanted to do the research for us. And as we began to contract it out, 
whenever Congress voted on it, they protected the patent rights in 
the Government where they would reside, with the Government. hav- 
ing the power to license those rights out to anyone who would like 
to make similar products. 

But where there has been no law, there has been a tendency of the 
contractors, who for the most part are large corporations—lI believe 
that 20 corporations have fully 50 percent of the $8 billion of research 
and development that the Government is doing at the present time— 
the pressure exerted by those contractors resulted in wresting con- 
cessions from Federal administrators, to permit them to keep the 
patent rights to things developed at Government expense. 

The Government did not always yield willingly. During World 
War II, certain large concerns more or less indicated that they didn’t 
want to do research and development for the Government unless they 
could have private patent rights, at Government expense. In hear- 
ings on the Atomic Energy Act of 1946 before the 79th Congress— 
and that can be found on 8. 1717, pages 332 and 333—Defense Depart- 
ment witnesses testified that they had given up their patent rights on 
future contracts reluctantly, and against their better judgment, be- 
cause they felt that they were in effect compelled to do it by big 
business. 
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I regret that the witnesses at that time didn’t identify these large 
corporations who were not interested in working for the Government 
unless they could keep all private patent rights. But the committee 
did not accept that position for the Congress, and the Congress voted 
to retain these patent rights to atomic energy in the U.S. Government 
by the act of 1946. This matter came before us in 1954, when the 
Henhower administration undertook to change the Atomic Energy 
Act to permit private patents at public expense. 

And, once again, the Congress voted on it and the Congress, even 
a Republican Congress, refused to go along with that position. 

When the Space Act was passed, once again, I believe—where 
Senator Gore had led the fight on atomic energy and Senator Kerr 
upheld his hand, it was Senator Anderson who made the fight on the 
Space Act and saw to it that NASA could not give away their patent 
rights. Now NASA is trying to give away patent rights. They have 

r. John Johnson, their General Counsel, who advocates that they 
give the rights away. 

Here is a letter sent by the Comptroller General criticizing an 
enormous contract given by the Air Force, under Mr. John Johnson’s 
direction at that time, to give a single corporation—to delegate practi- 
cally the Air Force’s entire responsibility for its ballistics program to 
one contractor—Space Technology Laboratories, a wholly owned sub- 
sidiary of Ramo Thompson Wooldridge, Inc. And here is the head of 
the General Accounting Office, mind you, an appointee of the President 
of the United States, Mr. Joseph Campbell, Comptroller General of 
the United States, criticizing this very policy Mr. Johnson put into 
effect when he was with the Air Force. 

(The letter referred to follows :) 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, May 19, 1960. 
Hon. RicHARD B. RUSSELL, 
Chairman, Committee on Armed Services, U.S. Senate. 


Deak Mr. CHAIRMAN: Enclosed for the use of your committee is a copy of 
the initial report to the Congress on our review of the administrative manage- 
ment of the ballistic missile program of the Department of the Air Force. 

The ballistic missile program is the largest single military program under- 
taken by the United States involving the expenditure of about $2 billion a year. 
The need to accelerate this program and the lack of in-house capability within 
the Air Force prompted the Air Force to decide in 1954 to contract with a pri- 
vate corporation for the systems engineering and technical direction of the pro- 
gram. In view of the urgent conditions existing in 1954, this decision appears 
to have been appropriate as an emergency measure. However, although more 
than 5 years have elapsed, the Air Force has not developed an in-house capabil- 
ity to carry out the functions assigned to the contractor, Ramo-Wooldridge 
Corp., now Space Technology Laboratories, Inc., a wholly owned subsidiary of 
Thompson-Ramo-Wooldridge, Inc. 

In view of the significance of this program and the degree to which effective 
management of the program depends on the systems engineering and technical 
direction for continued progress and future planning, the question arises as to 
whether such a vital function in a major long-range program should eontinue 
to be performed by a contractor or whether it would be more advantageous for 
this function to be exercised directly by the Government. 

The Air Force has been assigned the responsibility for directing and man- 
aging a program which is vital to the welfare of the Nation. To carry out this 
grave responsibility, the Air Force must provide leadership to a significant seg- 
ment of the industrial capacity of the Nation, directing work in new complex 
fields and guiding the operations of all the major contractors and their subcon- 
tractors and vendors so as to obtain ballistic missiles when needed in the most 
effective, efficient, and economical manner. By delegating the technical aspects 
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of this management to a contractor, the Air Force has, to a significant degree, 
removed itself from the direct management of the program and, as a practical] 
matter, has shifted a portion of its responsibility for the success of this crucial 
program to a contractor. 

We believe that a program of this importance should be conducted under the 
direct leadership and responsibility of the Government agency to which it is ep- 
trusted. Furthermore, a function which so significantly affects a major seg- 
ment of our industry more appropriately should be performed by a Government 
agency rather than by a contractor, particularly w an the program is continuing 
in nature. 

In view of these basic factors and the additional considerations listed below, 
we believe that it would be advisable for the Air Force to develop in-house 
capability to provide systems engineering and technical direction for its ballistic 
missile program : 

1. The capability obtained through systems engineering and technical direction 
of the program is required to continue progress and to plan for future programs. 

2. Such capability, now vested in Space Technology Laboratories, Inc., may not 
continue to be available on an acceptable basis. 

3. Contractors are likely to cooperate and exchange information more fully 
with the Government than with a potential competitor. 

4. Significant savings would be achieved if systems engineering and technical 
direction were performed by Government personnel. 

We have also considered the question as to whether a competent staff to 
perform the systems engineering and technical direction could be acquired and 
retained by the Government, and we believe that this can be done if appropriate 
salaries and incentives are provided. The foregoing matters are discussed in 
the accompanying report, beginning on page 15. 

Looking forward to the continuation of the present program and the plan- 
ning of future programs, we are recommending that the Secretary of Defense 
take appropriate steps to develop in-house capability within the Air Force to 
provide systems engineering and technical direction for its ballistic missile pro- 
gram. Further, the staff of Space Technology Laboratories, Inc., has been 
developed at Government expense and, through the experience gained in the 
key role assigned to it by the Government, has acquired scientific and technical 
capability needed for the uninterrupted progress and future of the ballistic 
missile program. We are, therefore, recommending also that all appropriate 
measures be taken to retain the services of those individuals that will be needed 
in the transition from a contractor to a Government staff. 

In accordance with our regular practice, our preliminary draft of this report 
was made available to the Air Force and its contractor for their advance review. 
No comment was received from the Air Force as to our primary recommenda- 
tion that it acquire a staff to carry out the systems engineering and technical 
direction of the ballistic missile program. We have given full consideration to 
the comments expressed by the Air Force and its contractor on our preliminary 
draft and have made appropriate revisions in the accompanying report. 

Our review was seriously handicapped by denial of access to certain essential 
records and delays in making other records available to us. This matter is 
discussed in detail beginning on page 107 of the report. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 


Senator Lone. One of the Comptroller General’s criticisms is that 
contractors are likely to cooperate and exchange information more 
fully with the Government than with a potential competitor. In other 
words, here is one contractor who has the whole Air Force program on 
ballistic missiles, who needs to know what the Army has, and needs to 
know what the Navy has, and needs to know what Space has. Their 
contractors are not nearly as likely to tell that single contractor what 
they know, as to tell the Government itself what they know. The 
Comptroller General also mentions that significant savings could be 
achieved if the contracting were done by the Government itself in- 
stead of letting a single corporation take charge, with responsibility 


that should really reside in the Air Force or in a Government agency 
itself. 
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I made a rather lengthy speech on this subject some time ago, and 
one of the first points I made was that the policy of permitting private 
contractors to have untold billions of dollars of research and “dev elop- 
ment at. public expense, and keep the patent rights, tends to slow 
down the rate of scientific achievement. My point was that con- 
tractors are not going to want to tell the other fellow what they 
know, when there is a fantastic cash advantage to them in obtaining a 
patent at public expense that would permit them to control or even 
own entire industries in this country in the future. 

In the one ballistic missile contract made by the Air Force to which 
[ referred, the contractor applied for 11 primary patents. The con- 
tractor himself defined a primary patent as one that— 
relates to a development believed to be sufficiently basic and important to pro- 
vide a basis for a new industry or an entirely new product line, or one which 
may have a major effect on the expansion or conversion of an existing indus- 
try or product line. 

By their definition, then, these basic patents can control entire in- 
dustries. 

In addition, they define “secondary patents” as those which relate— 
to a development which is a part of an important commercial or patent position, 
such as one or several developments relating to a major commercial program, 
er to an active patent licensing program, or which offers a possibility of obtain- 
ing enforcible patent protection for a particular product, as to which com- 
mercial use is definitely predictable. 

They have got 69 of those, at public expense, under this one contract, 
Mr. Chairman. 

This is a corporation that is not too well known to the general pub- 
lic—Space Technology Laboratories. 

They also have 13 speculative and 2 marginal patents. Here is 
a single contractor, at public expense, in position to create monopolies. 
Some folks might not define a patent on a new product or patent 
oh an entire industry as a monopoly, but I think every impartial 
witness would agree that a patent is a guaranteed monopoly—it is a 
Government-assured monopoly. If it is abused too badly, if they do 
what General Electric was doing with some of their patents, for exam- 
ple, and charge 56 to 1 for a product, as they did on tungsten carbide, 
which cost $8 a pound to manufacture and which they ‘sold for $453 
over a long period of time and downgrading the quality of light bulbs 
to make them burn out faster, so people would have to change them 
more rapidly, thus allowing GE to increase their profit—those ty pes of 
abuses can be prosecuted. 

But as long as they stay within certain bounds, they have a guar- 
anteed monopoly with the patents. And on armed services alone, 
and through the Department of Defense, these people are obtaining 
more than $6 billion a year of research and development and 90 per- 
cent of it is on cost-plus-fixed-fee contracts. 

Some time ago I put in the record a list of some of the larger con- 
tractors of the ‘Department of Defense. I cannot get the latest infor- 
mation, Mr. Chairman, to show just who these people are. They are 
the largest corporations in America, in general. 

But I did obtain a breakdown at a time when only two-thirds as 
much research and development was being done by the Department of 
Defense, and I put in the record the 300 largest companies receiving 
research and development contracts as of that time. 
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Now, 97 percent of all this money to big business. Their fixed 
fee usually runs about 7 percent of the amount of the contract. But 
that is only a beginning of what the value of it is to them. 

When we have a company like Boeing, Lockheed, or any of th 
manufacturing a plane of commercial use, like the Boeing 707, I wand 
assume that many of these large planes are developed at Government 
expense. They are then able to write off all their costs of organization 
of labor costs, of plant and facilities, of machinery that they buy—al] 
at, Government expense on the first planes that they produce on the 
Government order. And then, having produced all this at taxpayers’ 
expense, with a guaranteed profit, with all their cost covered, they are 
then in a position to go from that point forward to sell these products 
without any competition, for they are completel patented. Even if 
another firm had the know-how, which he mala t have, he couldn't 
produce the plane. No one can produce a 707 except Boeing, because 
they have so many patents on it, and all probably obtained at Govern- 
ment expense. 

This firm is in a position to sell this plane on a private market at a 
much higher price than could be charged the public if they had to 
compete with someone who even had the right or the power to compete 
with them in bidding for business to produce this type of aircraft. 

In addition to all the patents, of course, they are in position to kee 
all sorts of know-how, designs, and so much else that a person wok 
think you are out of your mind if you tried to bid against them to 

produce one of those planes for a major airline. Competition has thus 
en eliminated. 

Now, this is an investment, in my judgment, of $6 billion a year 
that is going to finance monopolies which will cost the public fan- 
tastic amounts of money for all time to come, certainly for the next 
generation. 

My first criticism is that this tends to prevent the flow of scientific 
information. I have already made a speech on this subject and went 
into a great amount of detail about it. 

One illustration I used was secured from a very competent witness 
who appeared before our subcommittee and who pointed out that he 
had made a study of a major laboratory, a major scientific laboratory, 
to see how rapidly they could get information out and how raphily 
they took it in. This laboratory had made a major investment of 
cataloging and crossfiling in order to hasten the intake of scientific 
information from research publications by as much as 2 weeks. And 
yet in the output of information, in getting it out, there was a timelag 
of anywhere 3 to 5 years, and a lot of it never did get out. 

Admiral Rickover gave me a statement that I will make available 
to you. (The statement referred to, entitled “Patent Policies of Gov- 
ernment Departments and Agencies—1960” is a committee print of the 
Select Committee on Small Business.) He indicated that he agreed 
with the policy I am supporting. He felt that the Atomic pred 

olicy which did not permit private patents resulting from publicly 

nanced research tended to alleviate that problem, because there wasn't 
the fantastic cash incentive for someone to hold back what he discov- 
ered. In fact, the incentive was the other way around—to make it 
available to other contractors and to the Government as rapidly as it 
could be achieved. 
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I have a letter from the General Electric Co. in which they tried 
to explain away some of the antitrust cases that have been brought 
against them, They have been prosecuted a great many times. They 
are now being prosecuted for some of the Government’s allegations 
that they conspired to fix prices and raise the _— to the Government 
on things that we buy on contract and where they use all their influence 
to get those contracts. They say in their letter that: 

This policy, almost unique in American industry, prohibits any employee from 
discussing prices, terms, and conditions of sales or other competitive matters 
with any representative of a competitor. 

Now, they are saying that about a charge against them. The Gov- 
ernment went ahead and charged them, and they are now being prose- 
cuted for conspiring to fix prices to skin the U.S. Government, if you 
will pardon the use of the term. But they also say that they pro- 
hibited “any employee” from discussing “other competitive matters.” 
So, if in their research and development they find something that is 
basic or needed to get us ahead in science or space or electronics, these 
people tell all their scientists and engineers, “Don’t discuss this with 
our competitors,” and one reason is that they want these patents. 
This prevents the rapid dissemination of knowledge essential to our 
security and growth. 

Now, General Electric, a large contractor in this program, is pro- 
posing to lead a big business sitdown in the event the Government re- 
fuses to let them have private patents on things developed at Govern- 
ment expense. I am certain that the sitdown strike will never occur 
if the Government calls their hand. But they are the leaders in say- 
ing that they don’t want to do Government work unless the Govern- 
ment gives them commercial monopolies. 

Here is a letter I received today from a scientist. I do not have his 

ermission to release it at this time. But I would like to read from 
it, if you would permit me. He works for a university. He stresses 
how strongly he believes that the Government should do everything 
that can possibly be done through private enterprise. Then he goes 
on to say : 

Much as I object to Government in business, I support your theme on Federal 
patent policies, and your discussion against patent policies of the Department of 
Defense and related agencies. As a scientist, I recognize the delay and some- 
times withholding of scientific information by private companies, and abhor these 
procedures. When this is done with information gained by public governmental 
funds, it is an injustice to our citizens. I trust that your efforts to establish 
Government policy similar to AEC on this matter will meet with success soon. 

Mr. Chairman, I also discussed this subject. with a number of out- 
standing businessmen of my acquaintance, whom I see from time to 
time, and I found a general agreement among them that where the 
Government pays for research, that the Government should have the 
fruits of it and should make it available to all the people. 

We often have big business witnesses coming in to testify, a man 
like Mr. Falvey, who spent 22 years as a patent lawyer for Electric 
Autolite Co.—22 years as their patent lawyer, whose job was trying 
to get. cost-plus Government contracts, with of course the patents in- 
cluded. Then they send him down here to Washington to take charge 
of procurement for the Department of Defense. He testified and did 
his very best to try to pursue that same policy, not, just in Defense, 
but impose it on the others. 
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He tried to put it over in Space, he tried to put it over elsewhere. 
And then after 54% months with the Government, helping to make 
the same kind of contracts he himself had been ‘seeking for Elec- 
tric Autolite for 22 years, he goes back and resumes his prior ¢a- 
pacity as a patent lawyer for Electric Autolite, seeking to obtain 
these same kinds of contracts with the Government again. At least 
he didn’t change his point of view when he went to. work for the 
Government. . He was in favor of all the patent rights belonging to 
the contractor when he came; he pursued that policy, and trie * 
spread it elsewhere through Government, and then he went back 
again to his company. 

I am sure he is an able negotiator. He will undoubtedly get 
Electric Autolite their share of the cost- plus contracts and, if he can, 
all the patents on them, too. 

Now, a fellow like that comes down here representing big business 
and justifies his position by saying that small business needs these 
patents for their protection. I question that statement. The Gov- 
ernment, in the TVA for example, has developed means of making 
fertilizer. You have got 167 companies licensed to manufacture 
commercial fertilizer on Government patents. And that is only a 
relatively small number of patents held by the TVA for that item. 

The Department of Agriculture does research. They developed a 
process for making better orange juice, with orange juice concentrate, 
Mr. Chairman. Now there are 50 companies manufacturing that 
product. The public gets that product at a much better price, be- 
cause all these companies are very competitive, and because the com- 
petition holds the price down. 

The Department of Agriculture also developed a little cording ma- 
chine that saves about 1 percent, maybe 2 percent of the cotton you 
cord. I am sure you know the process, Mr. Chairman. The cotton 
is taken so as to lay it out in fashion to be twisted into thread. There 
are 20 small businesses manufac turing these cording machines, to make 
it available to industry. It isa very good savings. 

In just. those three dev elopment—fertilizers, orange juice concen- 
trate, and cording—you have over 250 small businesses, whereas you 
would have had only three, if you had had a contractor with a private 
patent to keep the ‘other fellow out of the field of producing these 
improved products. 

It is just a matter of whether you want to let Government patent 
policy be used to create a monopoly for one small business, or to let 
large numbers compete in this business. 

Let me refer once again to the General Electric Co. I am just 
using them as an illustration and I am sure they resent my referring 
to their antitrust prosecutions and some of their activities, but I think 
it is a good illustration, and I only use it for that reason. This com- 
pany has almost 12,000 patents. Think of the position of a small 
businessman when he tries to go into the electronics business, or any- 
thing to do with electricity. Think of the enormous task that faces 
him. of all the legal talent he must. hire to defend himself against 
infringement suits on all these patents. I would imagine that a great 
number of small businesses either never start, or if they try to ret in 
the business are in position to be crushed, knocked off, “destroyed. 
about the same way that Grant took Richmond. You know he would 
give two Federal lives every time he took one Confederate, and he 
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kept making those trades until the South was out of manpower, and 
he just kept coming with superior manpower. iit 

Who has all the money to hire all these lawyers, if he wants to go 
in business competing with General Electric, to stay in court year in 
and year out, defending himself against well-paid attorneys and who 
have 12,000 patents to sue him with? And even if he wins the lawsuit 
against the infringement cases, he still has to pay that legal fee. — 

My impression has been that patent lawyers are more interested in 
this problem than big business, and I guess they have a direct interest. 
If you spend $6 billion in private patents for them to sue on, rather 
than let this stuff be generally licensed out to anyone who wants to 
manufacture these products, it does make a fantastic amount of work 
for the patent lawyers. And they have got their associations well 


organized. , 
Lhave a letter here that I will make available for the record where 


they are calling upon all their associations of patent lawyers to get in 
touch with Senators and Congressmen, and see what they can do 
toward seeing to it that this patent policy of the Department of De- 
fense remains available for private patent practice. They remind me 
somewhat of the bar association of my State, which meets and regu- 
larly resolves that workmen’s compensation should not be handled by 
aboard, but handled by the courts, so the lawyers can make a 20 per- 
cent fee, which I think is their primary interest in it. My impression 
was that the workman would wind up with more if you had a board 
handle it in the first instances. But as a lawyer, I made my share of 
those pleas along that line. 
(The letter referred to above follows :) 


AMERICAN PATENT LAW ASSOCTATION, 
Washington, D.C., May 12, 1960. 


To: Members of the Committee on Government Patent Policies. 
From : Howard I. Forman, chairman. 

GENTLEMEN: Near the end of my Letter No. 11 mention was made of a tre- 
mendous blast by Senator Long of Louisiana on the subject of Federal Patent 
Policies. He made his long and caustic statement on the floor of the Senate on 
May 3 and 4, 1960. His remarks were printed in the Congressional Record for 
those 2 days in 17 pages from 8551 to 8564 and 8704 to 8706. 

Mimeographed copies of Senator Long’s speech, as it appeared in the Con- 
gressional Record of May 3, have been procured from his office. One copy is 
enclosed for your files. However, if you can get a look at the Congressional 
Record for May 4, you should examine Long's list of “800 companies and installa- 
tions receiving largest amounts of military research and development contracts 
in the fiscal years 1954-56.” Also appearing in that issue, and in the Congres- 
sional Record for May 5, are letters from the following persons praising Senator 
Long for his stand: 

Senator James E. Murray, Democrat of Montana. 

Senator Lester Hill, Democrat of Alabama. 

Senator Thomas J. Dodd, Democrat of Connecticut. 
Senator Oren E. Long, Democrat of Hawaii. 

Senator Milton R. Young, Republican of North Dakota. 
Senator Albert Gore, Democrat of Tennessee. 

Senator Dennis Chavez, Democrat of New Mexico. 

Senator Clair Engle, Democrat of California. 
Representative James H. Morrison, Democrat of Louisiana. 

It is suggested that you study Long’s speech carefully. When you do, you 
might keep these thoughts in mind for possible action which could be taken. 

1. Consider recommendations for a course of action which you think our 
committee should pursue and advise me of same with a copy to Ray M. Harris, 
chairman of Subcommittee 1—A on Rights to Inventions Arising from Govern- 
ment-Sponsored Research. 
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2. Consider contacting your local patent law associations and recommending 
a course of action which they should take. 

3. Consider contacting your own Senators and Congressman, and asking your 
clients to do likewise (particularly if you or your clients are constituents of any 
of the persons listed above). 

4. Consider other actions which you believe should be taken at this time 
either to refute Senator Long’s charges directly or to acquaint others in Congress 
with the fallacies in some of Long’s statements. 

Your attention is invited to H.R. 12049, a bill by Mr. Brooks of Louisiana which 
was introduced on May 3, 1960. It is a “clean bill” based on the changes recom- 
mended in the Mitehell subcommittee report with which you are all familiar. 
It is understood that this bill may be reported out of committee soon, perhaps 
by the time you receive this letter. 

Your attention also is invited to H.R. 10809 which Senator Long of Louisiana 
placed in the legislative hopper (Calendar No. 1333) on May 2, 1960, as an 
amendment he proposes to introduce to H.R. 10809 (the original Brooks bill 
which is superseded by H.R. 12049). 

Senator Lone. Now, No. 2, Mr. Chairman, is a question of whether 
all this promotes economic growth. It is my judgment, and I believe 
it would be yours when you studied it, that to permit one concern to 
have complete control over these things holds back competition, and 
it prevents others from entering the field, and by domg so it tends 
to hold back the rapid progress that we would make if we let a great 
number into the field to compete with others. And, as a matter of 
social and economic justice, it certainly doesn’t seem to me it is fair 
for the public to be charged higher prices by monopolies that have 
been created at the public’s expense over a period of many years. 
It places the public in this position : 

First, the public is paying to develop new products, with their tax 
money. hud they are guaranteeing the contractor a profit on dollar 
volume, 90 percent of the time; 97 percent of all this contracting goes 
to big business, only 3 percent of it ever gets through to small business. 
And then after paying to establish monopolies at Government ex- 
pense, the public is then required to pay the higher prices that these 
monopolies can charge when there is no competition in the field. So 
the public is then paying a second time for the same thing they paid to 
have developed the first time. 

Then, in a great number of cases, these contractors find a very vital 
patent which can be of enormous value. But there may be two or 
three alternate ways of doing the same thing. So that oftentimes we 
are spending our money to “fence in” these patents, which patent law- 
yers would understand—that is, to find every possible alternative way 
of doing the same thing. Let me give you an example of this process. 
If seuisbbeddy invents the first commercial spaceship, he is not going to 
want somebody to be competing with him even with an inferior ship. 
So, after solving the technical problem, he goes to work on every other 
way the problem could be solved. 

That is known as “fencing in.” And it is a rather standard practice 
among some of these large concerns, and in many instances, our money 
is being used to “fence in” the patents, to increase the tribute that the 
public will have to pay in order to use the product that has been de- 
veloped at public expense in the first instance. So there you have a 
case where the public pays three times—once for the development 
twice for the higher price of monopoly, a third time for the cost of 
“fencing in” the first patent. 

And all of this is possible under the policies that we have. 
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It is my guess that when the Congress votes on this matter—I feel 
fairly confident the Senate will vote just as it did when it had the 
Atomic Energy Act before it; and just as it did when it passed the 
Space Act, and just as the Senate voted when it passed the act for re- 
search on coal, for the Coal Institute a short time ago—the same way 
that it has voted three times already, twice without opposition, and 
even when it got to be a party issue, Congress voted the same way. 
There is no doubt in my mind that the Senate will vote to require that 
that which is developed at public expense should belong to the U.S. 
Government, to all of the people of this Nation. 

Senator THurmonp. I might ask, does the Senator have a bill on 
this question pending ? 

Senator Lone. Senator O’Mahoney has one that is before the 
Judiciary Committee at the present time, and here is a copy of that 
one, Mr. Chairman. I have been working on some legislation that 
would give somewhat greater flexibility. I do believe that a case can 
be made for more flexibility than Senator O’Mahoney’s proposal would 
permit, and I think it should be carefully studied. But if we had to 
go for either a black or white answer, either all one way or all the 
other, we would be a lot safer to say that the $6 billion a year being 
spent on research and development should be spent with the Govern- 
ment retaining all patent rights, rather than one where it says the 
Government retains none. 

It does occur to me that you have certain cases where the Govern- 
ment could very well, and in my judgment should, waive patent rights. 
As I say, if you had to go for a black or white answer, I would say you 
shouldn’t waive any. But if you wanted to get into the most desirable 
shade of grey, I would say that there are certain cases where it should 
waive it. 

As an example, in the oil industry 98 percent of research is done by 
private concerns. The Government goes to a company like Standard 
Oil of New Jersey, pays them $100,000 to develop a better fuel for jet 
aircraft. Now, with what Standard Oil already knows about fuel, 
Standard Oil of New Jersey is probably 90 percent along the way 
already to what they would have to do to develop the kind of fuel you 
would want to meet your requirements, because of what they have been 
doing already. And it may very well be that a company like Standard 
Oil of Jersey, is spending $15 or $20 or $30 million a year developing 
fuels anyway and chances are that they won’t be interested in a $100,000 
contract with the Government, if they had to give up—or even in any- 
wise compromise their proprietary rights. 

There you would have a case which you might say, might be an ap- 
propriate case for a waiver on the grounds of what they already know, 
and considering that what they are putting up will so far exceed what 
the Government does. 

But, where the Government, as in most of these contracts, is putting 
up either 100 percent, 99 or 90 percent of the cost, and where even the 
research done by the contractor has been done for the purpose of achiev- 
ing a Government contract there is no question of a waiver. Let’s 
take a company like Aerojet. They have increased in size 40,000 times 
in the last 10 years. Seventeen years ago their market value was 
$7,500. Doing entirely Government work they have increased to a 
market value of $300 million. And that is doing nothing but Gov- 
ernment work. 
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In most instances I think the case isclear. But there are some cases 
where the product is primarily a commercial product already being 
manufactured by a commercial producer, and where you want a mere 
modification of a product that he is already manufacturing. In this 
case it would make good sense to permit a waiver of patent rights, 

I will work out the language for it, Mr. Chairman. I wanted to 
come before you and testify on this matter, hoping that the committee 
would consider it. I will draft an amendment that provides some- 
what more flexibility than Senator O’Mahoney’s proposal here, and 
hope that the committee might be willing to consider that. 

SENATOR THURMOND. Does the Senator feel this committee should 
bring out a bill on this subject, or does he feel the Judiciary Commit- 
tee should act in that direction ? 

Senator Lone. Well, Mr. Chairman, out of $8 billion of research and 
development that is being done, over $6 billion is being done by the De- 
partment of Defense. That all comes under the jurisdiction of this 
committee. There are other departments whose patent policies permit 
private concerns to take out commercial patents, for example, the Post 
Office Department permits it, and the National Science Foundation 
does also. But the expenditures of the others in the field are minor, 
compared to the expenditures by the armed services. 

Senator THurmonp. Now, which agencies of the Government now 
claim patents arising from research by the Government ? 

Senator Lone. You mean which agencies require that the patents 
stay with the Government? That would be Agriculture, the TVA, 
Atomic Energy Commission, and the National Aeronautics and Space 
Administration. The Department of Health, Education, and Welfare 
does have some flexibility, but the law doesn’t require them to keep 
patent rights. Although, traditionally, they have kept the patent 
rights, there was pressure over there in that Department to change 
their policy with respect to their cancer research program. But it is 
through the Department of Defense, and in their procurement policies, 
that the $6 billion is going. 

As far as the others are concerned their programs put together prob- 
ably won’t amount to $200 million, I should hardly imagine. Well, 
perhaps more than that. But certainly I would say less than $400 mil- 
lion, while there are $6 billion in the defense field and that being the 
case, it seems to me as though 

Senator THurmonp. Does the Senator think it would be better to 
have a general bill on this entire subject to apply to all agencies of 
the Government, or does he feel that it would be wise for this com- 
mittee to go ahead and act in the defense field ? 

Senator Lone. Well, it seems to me as though this is too important 
an issue, and it is just too important to the people of the country, the 
taxpayers of the country, it is too important to the consumers of the 
country, just to permit this problem to drift without doing some- 
thing. 

If a bill comes out of the Judiciary Committee, directed specifically 
to this problem, I would be satisfied to proceed with general legisla- 
tion. On the House side, an amendment was offered on an appropria- 
tions bill. I would prefer that the amendment be offered on an armed 
services bill, as far as armed services are concerned. 

But let’s keep this in mind, Mr. Chairman. What this administra- 
tion is asking for is just the opposite of what I am recommending. 
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And in asking for it, they are not hesitant in asking for it pinpointed 
toa single agency. They came down here in 1954 and asked for the 
right to give away the patent rights on atomic energy. 

Senator Tuurmonp. You mean the present administration pro- 

ses the Government retain the patent rights in any research being 
oa by the Government ? 

Senator Lone. The present administration proposed in atomic en- 
ergy that a private concern should be able to take out and exercise 

rivate patent rights on atomic energy work. That was defeated in 
1954. We faced that issue directly, and we defeated the effort to per- 
mit the results of our atomic energy research to be the subject of pri- 
vate patents. 

One point I have not made yet is that in a great many cases, those 
firms getting all the patents are the only ones even permitted the 
information that would make it possible to achieve the research in 
the first instance. As in atomic energy, you have got to be one of the 
firms on the inside to even get the information to know where to start 
from to do the research. And the same thing is true of your space 
program, and your ballistic missile program, and your Air Force pro- 

am. You have got to be on the inside, one of the favored boys in 
order to get the information to know where to start from, to know the 
latest information on metals and fuels and all the various other things 
we developed, in order to get your starting point, to know where to 
go from. If you didn’t know what the best metal was, you couldn’t 
build the best airplane or missile. 

Now, having been defeated on that, the administration then came 
up with the eer Act, where they set up a space agency, and the Sen- 
ate amended that bill to require that the patent rights vest in the Gov- 
ernment with the right of the Government to waive patent rights. 
But then the administration brings this parade of patent lawyers in 
here, that testified over before the Spabe Committee on the House side, 
and they also bring in big business witnesses to testify that our patent 
rights should be given away by the Space Administration. 

Senator THurMonpb. On what ground were those who claimed they 
should have the patent rights, when the Government is conducting 
the research, justified ? 

Senator Lone. Well, they can speak for themselves on it, but they 
contend that they fear the threat of a big business sitdown strike. But 
business won’t go through with it. That is one bluff I think we could 
safely call. 

Senator Tucrmonp. In other words, you mean they are threat- 
ening: 

Senator Lone. That they won’t do research and development if they 
can’t keep private patents on it. 

Senator THurmonp. Let me ask you this now: Are they threatening 
a sitdown strike in the development of essential matters for the 
security of this Nation ? 

Senator Lona. Senator, it is so testified—they put it this way. They 
don’t want to do research and development unless they can have pri- 
vate patent rights for the commercial use of those things which they 
develop. Now, the procedure in armed services 

Senator THurmMonp. What other reason did they give? 

Senator Lone. Well, they would also contend that small business 
needs these private patents. And they contend 
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Senator Tuurmonp. As I understand from you, small business 
would come nearer getting the patents if they were made available 
to everybody, because only the large rich corporations would probably 
have these patents. 

Senator Pom. That is right, only 3 percent of your research and 
development money goes to small business, to begin with. As far as 
patent policy is concerned, what is killing small business is these single 
corporations with thousands of patents, to file infringement suits on 
anybody who tries to get into their line of business. And they are in 
position to do this, even on patents not valid, by keeping you in court, 
hiring lawyers to defend yourself. As you kow, Mr. Chairman, if 
somebody sues you with a lawsuit he can’t even win, you still have to 
defend yourself. And while the court costs are paid by the fellow 
who ultimately loses the lawsuit, that doesn’t cover your lawyer's fee. 
And if you don’t defend yourself, you are subject to having the judg- 
ment go against you. 

Seumitor Tuurmonp. What other ground did they try to justify it 
on ¢ 

Senator Lone. Well, they also use the argument that in order to 
develop commercial products and put them on the market, they need 
to have a patent and patent protection. I discussed this in my speech. 
They have yet to spodtich a single case in evidence where that was the 
ease. And the whole record and history shows the contrary. Ifa 
product is needed or wanted by the public, not one concern, but num- 
bers will rush into the field to produce it. 

They make those arguments, but I don’t think even for a moment 
that they are valid. Generally speaking, the people I see making 
these arguments are not fellows who represent what I regard as legiti- 
mate interests of small business. You may find a few small busi- 
nesses who have been favored with these contracts, who have a great 
advantage. And keep in mind, Mr. Chairman, I am not quarreling 
about them having private patents where they do the research at their 
own expense. I presented this issue to an executive of one of the 
largest corporations in America, who had contracts with the Govern- 
ment in some years gone by, and who was financially involved in this 
issue, and he answered reluctantly, “Well, if the Government is going 
to pay for the research, the patent rights ought to belong to the Gov- 
ernment. The fellow who pays for it ought to have it.” 

The Martin Co. told us that when they go out to do research and 
development, they magnanimously permit their subcontractors to keep 
the patent rights, if that is Federal money paying for that research. 
But if it is their own money paying for the research, they require 
that. all those proprietary rights vest in the Martin Co. 

And, why shouldn’t they? That is the only sound business decision. 
If you are the lawyer for a large corporation, or even a small one, 
developing a new product, and you gave your stockholders’ money 
to some fellow to go out here and develop a new product, and let 
him get a patent on it without you ever having proprietary rights on 
that patent, you wouldn’t be considered a very good lawyer, and they 
woeuld fire you. 

Senator THurmonp. I could see, of course, where there would be an 
incentive in doing research and development for a company to be 
willing to undertake research for the Government, if they felt that 
they could obtain the patents on certain matters that would inure to 
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their personal benefit at a later date. But that is a purely selfish 
motive. The greatest incentive, it seems to me, if a man or a company 
is public spirited and posrine, would be to try to develop something 
that is going to serve humanity, help the public, and protect. the na- 
tional security of this Nation. 

Senator Lone. Yes, sir. Furthermore, Mr. Chairman, as Admiral 
Rickover has very ably pointed out, some firms may say that they 
don't want to do research unless they can have private patents for 17 
ears, Which they hope to extend for 50 more after that by improve- 
ments, but his problem is not too few contractors, it is toomany. Firms 

over to AEC, breaking the door down trying to get in to get these 
Finds of contracts. And some of these are the same firms which are 
threatening sitdown strikes. They come to Washington, with their 
well paid executives, who are worth every penny they get, and put on 
all kinds of pressure they can to get these same contracts, even though 
the private patent rights belong to all the people of this country. 

Senator TirurmMonp. If these companies that are able to do research 
are not willing to undertake research to help this country, to protect 
itself, to improve the national security and protect the national se- 
curity, they may not have anything to protect after awhile, if the 
Russians take over. 

Senator Lone. Furthermore, Mr. Chairman, the fellows who really 
do this research, the scientists themselves, don’t regard cash as their 
incentive at all. Yes; they want to be paid. But the greatest reward 
that they find is, (a) to know that they have served humanity, man- 
kind, and their country, and (b) to have some recognition as being 
the fellow who developed these great discoveries that are being 
achieved with billions of dollars of the taxpayers’ money. As Ad- 
miral Rickover points out in his statement to me, which I commend 
to you, as far as the fellows who are developing these things them- 
selves are concerned, the scientists and the engineers doing this de- 
velopment, the fellow really putting the brainpower to it knows that 
he is working for his Government, whether he is working for the 
United States Government in a Government laboratory, or whether 
a contractor is interposed between his Government and himself. In 
other words, suppose you are a scientist yourself, and you are trying 
to find 

Senator THurmonp. Let me ask you a question on that point. 
Would the scientist who actually is working for a company, and cre- 
ates a development, get the benefit of this patent, or would the com- 
pany for which he is working and carrying on the work for the 

overnment get the benefits of it ? 

Senator Lone. The company gets it. In either instance—all of 
our testimony is consistent on this. The Small Business Committee 
conducted about 457 pages of testimony on it. All the evidence that 
Ihave available indicates this: that as far as the scientist is concerned, 
he is interested in achieving something for the satisfaction of knowing 
he did it. And he is interested in some recognition. 

The first thing he wants to do when he discovers something, is 
to have it published, and let the public know that there is a great new 
area that has been discovered. The companies have a program, and 
so does the Government, and I think generally speaking, one doesn’t 
have much advantage over the other. The Government can give up 
to $100,000 cash award to a scientist making some fantastic break- 











182 PROCUREMENT STUDY 


through in some new field. We do it—in atomic energy, and in oy 
Space programs. We have our incentive program, and it is a good 
one. Private industry has theirs. I would guess that some of theirs 
are better and some are probably not as good as ours. But I would 
say the Government’s program on the whole would certainly meet the 
average. It is nice for these fellows to receive a cash award, they 
like that. But the greatest reward they have is knowing they have 
served their country and humanity, and it is the same whether they 
are working for a contractor or the Government directly. 

Now, the big advantage that these R. & D. contracts have for 
scientists is that you know the Government has a pay scale that limits 
a scientist or engineer to a certain figure. We have a lot of good 
ones, but we cannot pay them as highly as private industry can, 
And the greatest single advantage of private industry is that they 
can pay a fellow $100,000 a year, where the Government cannot, 

Senator THurmonp. Aren’t some of the companies who are able 
to pay the scientists so much really being paid by the Government, 
so that is coming out of the Government ? 

Senator Lone. Yes, sir, that is correct. The Government is paying 
for it all. 

Senator TuHurmonp. If the Government hires a scientist directly, 
it can’t pay him so much. But if the Government gets a company 
to do research and development, and it is a cost plus contract, that 
comes out of the Government. 

Senator Lone. If they pay him $100,000 a year, the Government 
is paying $100,000, and paying the cost of hiring the fellow, the 
cost of finding him to begin with, and also the 7 percent that goes 
with it. In addition to that, on these cost plus contracts, we are 
paying all the costs of advertising the weapons we don’t have, Mr, 
Chairman. 

As you know, we are trying to get the Polaris missile and I hope 
we are going to get it some day. But it is not going to be any news 
to the Russians. 

Senator THurmonp. I might say I saw the first one on exhibit in 
Charleston, S.C., last Saturday. So if you come to South Carolina, 
you will get to see the first one. 

Senator Lone. Well, I hope it works. 

Thank you very much, Mr. Chairman. I have a lot of information 
here I will make available to the committee. 

Senator Tuurmonp. We are glad to have you, Senator, and glad 
to get your views on this important matter. I think you made a 
valuable contribution here this morning. 

Senator Lone. Thank you so much, sir. I hope the committee will 
consider this matter. 

Senator THurmonp. The only question here is whether the com- 
mittee will at this time go into this phase of the work. We frankly 
had not contemplated going into it in this part, and this, of course, will 
be a very controversial question. It is a question of whether if we 
bring out a bill on this question that you are recommending, whether 
it should be a separate bill, rather than tied in with this other legis- 
lation that might be deemed feasible when we complete our hearings. 
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Senator Lone. The thing that concerns me, Mr. Chairman, is that I 
think it would be a great, mistake to permit this Congress to close 

without facing this important issue. I personally w ould have no ob- 
jection if the committee would discuss the matter. If the committee 
saw fit to advise me that they would prefer this be offered as a floor 
amendment, and that the Senate itself should face this issue—it would 
be all right with me. But one of my purposes in coming before you 
is that if I offered an amendment to this bill I would not ‘like to be in 
a position that the committee would feel forced to stand against me 
as a& procedural matter, because I had not come before the committee. 

Senator THuRMOND. "You think it would be better to have a sepa- 
rate bill entirely on this subject, rather than part of the general pro- 
curement ? 

Senator Lone. Mr. Chairman, I will be very practical with you on 
this matter. I don’t think we can get it as a separate matter, be- 
cause 

Senator THurmonp. Then I wonder if we would have to, in justice 
to all sides, if we are going into this, hold hearings and give both sides 
a chance to be heard. 

Senator Lone. Well, now, I have conducted hearings on small busi- 
ness. I did it in December of last year, and I offered every Govern- 
ment agency the opportunity to testify. I can present you with vol- 
umes of arguments saying the same thing over and over again by pat- 
ent lawyers, and I would be glad for you to hear them y ourself. Over 
on the House side, they have conducted these hearings by the Space 
Committee. They are going to try to send us a bill going in just the 
opposite direction, unless they get beat on the floor of the House and 
they might very well be beat on the floor. There is real strong oppo- 
sition organized against giving away NASA’s rights. But we ought 
to be consistent. Not vote to say if you are doing space or atomic 
energy work you cannot give away the patent rights, but if you are 
doing the part where the big money is, Department of Defense work, 
you can give away the patent rights. 

And the strongest point that Mr. John’ Johnson has got to make 
over there in the Space Administration to justify giving ‘these rights 
away, is that you ought to have a consistent policy. I don’t believe 
Tam violating a confidence when I tell you that Mr. von Braun told me 
that he personally feels that policy should be consistent—that either 
they should be permitted to go to Air Force’s policy, or Air Force 
should come to theirs. But that it should be consistent. And there 
isno good reason why it should not be so. Now, in my judgment, I 
don’t think the same answer can be right applied to two. Either one 
has to be right, or the other has to be wrong. 

Senator TrurmMonp. Well, is it your judgment that this should be 
a general bill by this committee, or just apply to defense matters? 

Senator Lone. Well, I would hope to amend the procurement bill. 

Senator TuHurmonp. Because there may be other branches of the 
Government in which there would be a vacuum, in which there would 
be no action taken. Although you say. that the TVA, Agriculture 


Department, the Atomic Energy Commission now protect their pat- 
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ents. Those who do the research don’t get those patents. Now, sup- 
pose a bill is reported out here to provide that the Defense Depart- 
ment—those doing research for the Defense Department would not 

tthe patents. Would there still be other agencies of the Government 
eft free to get the patents? That is the reason I am asking if it 
would be better to have a general bill on the subject, rather than to 
have a bill for just the Defense Department. 

Senator Lone. Well, if you send a general bill, Mr. Chairman, it is 
going to go to the Judiciary Committee. Now, as far as I am con- 
cerned, I have no doubts at all that Senator O’Mahoney’s subcommittee 
will recommend favorably on the position I am taking before you here, 
In fact, I have a letter from him saying that. 

Senator THurmonp. What is the status of this bill here ? 

Senator Lone. Hearings have been conducted in Judiciary. But if 
I might make this point : Here is what is going to happen in the Judi- 
ciary Committee. There is a rule over there, and the same rule is in 
the Senate of the United States, of unlimited debate. If you get a 
bill like this taken up before that committee between now and adjourn- 
ment, they are not going to get that bill reported out. Now, that being 
the case, if we are going to face this issue at all, we are going to have to 
face it on an armed services bill—if we are going to do it as far as 
the Department of Defense is concerned. 

The coe Agency is going to try to send us a bill which will amend 
the Space Act, and it might be in the opposite direction. But, even so, 
it can be well argued that we should not amend a space bill to fix 
the procurement policy of the Department of Defense on patents. The 
proper place to fix that would be a Department of Defense bill. In 
other words, if we think something is being done wrong in the Depart- 
ment of Defense it seems to me that we ought to correct that part of it. 

If you are not on the Post Office Committee, you cannot fix the 
Post Office policy. But I can go down to talk to Olin Johnston 
about that, and maybe we can get him to let us offer an amendment 
on that bill. 

We had the space appropriations bill up a short time ago. I talked 
to our good leader. And his attitude on the matter was that he felt 
that I should first come before the committee and ape to them 
what I had in mind, and perhaps they could help me before I went 
out on the floor and offered an amendment on their bill. I had an 
amendment, but. I didn’t offer it. I also talked to Senator Russell 
and asked him if he would let me know when there might be some bill 
that would be an appropriate bill, a germane bill, to which I might 
offer an amendment that had to do with the patent policies. 

And I want to assure your committee, and show you every deference 
by coming before you and telling you what I would like to propose, 
so that you can consider it. And if you want to hear other witnesses, 
of course I have no objection at all. But I would certainly hope that 
the committee would not want to take the attitude that we shouldn't 
have the opportunity to vote on such an amendment as this. 

It would be all right with me to offer it without prejudice on the 
floor. But I don’t want to be in the position of offering it on the floor 
without having first come before you and urged my position. 

Senator THurmonp. Thank you very much. 

The subcommittee will now recess until next Tuesday, at 10 o'clock. 
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(The following statement was subsequently received from the As- 
sistant Secretary of Defense (Supply and Logistics) concerning De- 
partment of Defense policy with respect to patents :) 


ASSISTANT SECRETARY OF DEFENSE, 
Washington, D.C., June 20, 1960. 
Hon. Strom THURMOND, 
Committee on Armed Services, 
U.S. Senate. 

Dear SENATOR THURMOND: You have requested that the Department of 
Defense furnish you with a statement of our policy with respect to patents so 
that there may be a departmental response to Senator Long’s testimony in the 
records of your hearings. 

The attached statement is submitted for this purpose. 

Sincerely yours, 
PERKINS McGurIRE, 
Assistant Secretary of Defense, 
(Supply and Logistics). 


STATEMENT OF THE DEPARTMENT OF DEFENSE 


We appreciate the opportunity to submit this statement explaining the De- 
partment of Defense patent policy, in connection with the general study of pro- 
curement policies and practices. Our statement is divided in these major topics: 
What our patent policy is, how it came to be, and why it is what it is. 

The policy is set forth in section IX of the Armed Services Procurement Reg- 
ulations (ASPR). In any contract having experimental, developmental, or 
research work as one of its purposes, our standard patent rights clause requires 
a prompt disclosure of all inventions conceived or first actually reduced to prac- 
tice in the performance of the contract work; a statement as to patents ap- 
plied for or to be applied for on such inventions; and the grant to the Govern- 
ment as a whole of a royalty-free license to practice, by or for the U.S. Govern- 
ment throughout the world, each such invention. This license means that the 
Government has the right to have any manufacturer it chooses produce the 
invention for the use of the Government without payment of royalties to any- 
one. In other words, the Government’s license is freely available to all for 
Government work. 

Generally, the contractor retains title to the invention and may apply for a 
patent on it in the regular manner. If a patent issues, the contractor will have 
the customary patent rights, subject to the Government's license. If the con- 
tractor elects not to file a patent application claiming a particular invention, the 
contractor, upon the request of the contracting officer, must convey all his 
right, title, and interest in such invention to the Government. Hence, the Goy- 
ernment may acquire title to inventions originated in the performance of con- 
tract work for the Department of Defense in this manner. This is usually done 
for purposes of defense against later inventors independently claiming rights 
in a similar invention. 

With respect to foreign rights, the contract clause provides that the contractor 
has the exclusive right to file for foreign patents within 9 months from the date 
of the filing of the U.S. application. The Government may request conveyance 
of the contractor’s entire rights, title, and interest in inventions in each foreign 
country in which an application has not been filed within the time specified, 
subject to a reservation of a nonexclusive and royalty-free license to the con- 
tractor with the right of the contractor to grant sublicenses. 

All subcontractors are required to convey similar rights to the Government 
(not to the prime contractor) unless the prime contractor obtains a waiver of 
that requirement from the contracting officer. In the event that the waiver is 
not granted, the prime contractor may not proceed with that particular sub- 
contract. 

Where work under the contract is to be performed outside the United States, 
the contractor is also required to disclose inventions. He has the exclusive right 
to file applications on such inventions within 9 months after the date of disclosure 
to the contracting officer. The U.S. Government shall receive the same type of 
license as in the domestic case. 

If at any time the Department determines that some governmental purpose 
would best be served by not allowing title to any particular invention to remain in 
private hands, we have the necessary flexibility to contract for the reservation of 





























































186 PROCUREMENT STUDY 


title in the Government. However, to do so would be a departure from the gen. 
eral policy. 

To repeat, our general policy as expressed in our patent clause is to require 
disclosure of all inventions, a statement of election by the contractor as to 
whether he has filed or intends to file a patent application thereon, license to the 
Government with the right reserved to the Government to acquire all rights in 
the invention if the contractor elects not to file and the Government has deter. 
mined that it is worthwhile to file a patent for its protection. 

Historically, the patent policy of the Department of Defense arose out of the 
operating experience of the military departments now comprising the Department 
of Defense. Section IX of the ASPR, which covers patent and copyright matters 
and technical data, was the first uniform statement of general policy on the 
subject that covered all military services. Promulgated on July 1, 1949, it ip. 
corporated the principles which the military departments had separately found 
through their experience to be most workable and effective to meet their needs, 

There has been only one major revision to the patent policy of the Department 
of Defense as set forth in section IX. This came about after exhaustive consiq- 
eration by an Armed Services Patent Policy Review Board in 1952 and an ex- 
tensive review and coordination within the military departments, the ASPR 
Committee, industry and special consultants. The revision was issued on Janv- 
ary 4, 1955. The principal changes were to correct certain features of the former 
policy that had proved through experience to be undesirable. For example, the 
revision eliminated the statement of conditions under which the contracting 
officer should make a determination whether the Department of Defense should 
acquire title to inventions. This change does not prevent the Department from 
obtaining a title, but has the effect of requiring that the affirmative decision to 
take title be determined at departmental level rather than at the contracting 
officer level. Other changes included prohibiting the negotiution for background 
patent rights if the invention had been reduced to practice as an incident to pro- 
curement of supplies. It also eliminated technical data from the operation of the 
patent rights clause and made it a subject for separate treatment. 

In short, the changes moved farther from the title concept to che license con- 
cept. Our experience under the present policy has been good and no changes of 
basic concept are needed to satisfy Department of Defense requirements. 

It is recognized that divergent views have existed for many years with respect 
to the best method for dealing with rights in inventions arising out of Govern- 
ment-sponsored research. The statements of the Attorney General in 1947 and 
the National Patent Planning Commission in 1944 are classic formulations of the 
basic positions, Although he later modified his position, the Attorney General 
first recommended— 

“As a basic policy, all contracts for research and development work 
financed with Federal funds should contain a stipulation providing that the 
Government shall be entitled to all rights to inventions produced in the per- 
formance of the contract.” 

The National Patent Planning Commission, on the other hand, stated— 

“Tt has been urged with considerable theoretical justification that there 
should be a uniform patent clause in all Government research and develop- 
ment contracts. The Commission has concluded that a single uniform prac- 
tice would be unfeasible and undesirable from the standpoint of the Govern- 
ment. The ownership of inventions resulting from such contracts cannot be 
fairly determined by an arbitrary or fixed rule but should be established 
in each situation in accordance with the applicable circumstances. The 
Commission believes, however, that, since the Government has no need of the 
right to exclude conferred by a patent and does not enter into ordinary com- 
mercial enterprises in competition with its citizens, full ownership of pat- 
ents should not ordinarily be asserted by the Government. An exception to 
this policy would be the situation in which private ownership of the patents 
would conflict with national interest. In those cases in which the Govern- 
ment does not acquire ownership of the patents, it should ordinarily receive 
as a minimum a royalty-free license. All negotiations in connection with 
research and development contracts, as well as the drafting of the contracts 
themselves, should be performed as now, by the agencies involved.” 

All elements of the Department of Defense have opposed legislation or any 
administrative requirements which would tend to impose the title theory upon 
the research and development and contracting provisions of the Department of 
Defense. On every occasion in which the matter has been under consideration, 
strong opposition has been voiced by the Secretaries of Defense, Army, Navy, 
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and Air Force. Kenneth C. Royall, while Acting Secretary of War, in a letter 
dated January 27, 1947, to the President pertaining to the title theory advocated 
by the Attorney General s report, stated— 

«“* * * T am satisfied that adoption of the recommendations would wreck 
the War Department’s research and development program.” 

Secretary of the Army Frank Pace, Jr., in a letter dated July 25, 1951, to the 
Director of the Bureau of the Budget, in commenting on injecting the title theory 
jnto a Senate bill, stated— 

“The enactment of S. 323 including such provisions relating to inventions 
and patents as recommended by the Department of Justice would seriously 
impede and cripple the armed services research and development program.” 

James Forrestal, in a letter to the President dated January 29, 1947, while Mr. 
Forrestal was Secretary of the Navy, speaking in opposition to the title theory, 
stated— 

“This would create dangerous rigidity which would certainly impede and 
might altogether imperil the prosecution of a vigorous and effective research 
and development program * * * Actually, in my considered view, as I have 
already stated, we are dealing not with a bare possibility but with an extreme 
probability that serious harm would follow.” 

Mr. C. E. Wilson, while Secretary of Defense, submitted the following state- 
ment to the Defense Subcommittee of the Committee on Appropiations, House of 
Representatives, during February 1956— 

“It is fair for the Government to receive from its research programs only 
a royalty-free nonexclusive license with respect to inventions conceived or 
first actually reduced to practice under our research and development con- 
tracts, and to permit the research and development contractor to .retain 
title to the patent and the right to collect royalties on all commercial produc- 
tion. The principal reason for believing that the above is fair grows out of 
the fact that the Government is accorded all of the rights which it needs, i.e., 
to use itself or to authorize its contractors to so use. It follows that acqui- 
sition of the complete title would mean obtaining more rights than the Gov- 
ernment needs. 

“Itis right for the reséarch company to share, since— 

“(a) It is the best incentive to our contractors toinvent. Asa matter 
of interest, this incentive is recognized within a large segment of in- 
dustry wherein the concerns have entered into employment agreements 
with their scientists and engineers under which they either share the re- 
sults or even permit the employees to retain commercial rights. Under 
these circumstances, the incentive would be for the employee-inventor to 
work on those projects which offer a potential return to him and to dis- 
regard governmental work if these did not offer that potential return. 

“(b) Experience over a number of years leads to the strong con- 

clusion that the research organization of industrial organizations are 
not available for hire at all, but if they could be made available, the 
Department of Defense could not, within existing appropriations levels, 
possibly pay the costs of doing business on that basis. In short, adoption 
of the full title concept would wreck our research and development pro- 
gram. The importance of that program is well known to this committee. 

“The remaining question of interest to this committee is, What would the 
Government do with the greater rights than it needs if it acquired them? 
Among the avenues available are, first, it could embark upon the business 
of licensing the rights to commercial users for fees. Aside from the apparent 
problem of which user should the DOD license, and upon what terms, the 
end result is for the Government to project itself wrongfully into the in- 
dustrial field. Secondly, a license could be granted to any person who re- 
quests it. This is not desirable since an invention to be valuable requires 
commercial exploitation. Licensees would be reluctant to invest the neces- 
sary capital unless assured of an exclusive position with respect to the 
items. Thus, full Government ownership of patents would have the ultimate 
effect of removing the patent from commercial usage.” 

Thus the Department of Defense patent policy is a considered distillation and 
refinement of years of operating experience. Through this experience the present 
policy has shown itself best suited to attract the scientific community and indus- 
try generally to engage in military research, while providing the Government 
all the rights it needs and will use. It is necessary to recognize that the De- 
partment must compete with the demands of the civilian market for the scientific, 
technological, and engineering resources of American industry. Its success must 
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depend in great measure on the incentive it can offer to contractors to devote 
their best resources and abilities to the whole spectrum of military problems 
Since a research and development contract in no way guarantees an exclusive 
position for a contractor in Government procurement of the items developed the 
possibility that some of the military research may have a protectable commercial 
application is a strong incentive for coming forward with new projects, accepting 
urgent assignments, and doing the best possible job. Conversely, if there can be 
no protection for the commercial applications of the military research, a con- 
tractor might very well refuse the contract and place its time and effort else. 
where more directly in its own interest. To require complete patent rights jn 
all inventions would provide a positive incentive for those contractors who do 
undertake such contracts to refrain from freely devoting to their Government 
work their most promising background ideas, in order to avoid the otherwise 
inevitable weakening and loss of their patent positions. Eliminating the chance 
to obtain patent rights in military research and development would thus gravely 
impair our ability to secure the services of the most qualified and competent firms, 
and hence would ultimately impair and degrade the quality of our weapons. 

The first business of the Department of Defense is the effective military defense 
of the United States. For this task, we seek the best scientific and technological 
resources we can find, and our research and development contracts must neces- 
sarily be awarded to the firms—large or small—which have these resources and 
will devote them to military work. Our aim is to acquire equipment incor. 
porating the most advanced scientific knowledge, technology, and industrial 
know-how for military purposes. It is not to buy commercial patent rights which 
may or may not materialize. Patent rights are a byproduct, not an end product 
of our contracts. 

Unlike private concerns in commercial business, we do not seek complete patent 
rights in order to have a protectable commercial interest in the products of 
military research and thereby engage in business competition with private citi- 
zens. When we acquire title to the patents arising out of military research we 
do not have authority to grant or sell the patent right of exclusivity, which 
experience has shown would be necessary in many cases to provide the incentive 
for private development and utilization of the new inventions in the private 
economy. In that connection, the assigned role of the Department of Defense, 
unlike that of certain other agencies of the Government, is not to develop products 
and processes for ready use in the civilian market. Commercialization of the 
ideas coming out of military research generally requires further development 
and private financing. Our patent policy does not have the effect of replacing 
the traditional incentives of the patent system, as authorized in the Constitution, 
for this purpose. 

Whether this policy contributes to undesirable economic concentration is a 
matter upon which there is a reeognized dearth of facts upon which to base an 
objective judgment. The Department of Defense is participating with other 
Government agencies in a study to develop meaningful facts in this field, with 
the help of the Patent, Trademark, and Copyright Foundation of George Wash- 
ington University. Any judgment must recognize that concentration of economic 
power can result from many factors, such as good management, ability to control 
basic resources, creativity, as well as the temporary monopoly privileges granted 
by patents. The emergence and phenomenal growth of new businesses in sig- 
nificant research and development fields such as electronics seems to indicate 
no narrowing of opportunity for young, energetic, and inventive groups. The 
importance of developing a patent position in this connection is well recognized, 
especially for new and small business. 

The problem of the effect of patent policies is very complex. It is believed that 
data reflecting merely the dollar amount of prime research and development 
contracts and the total business volume of contractors obtaining them does not 
actually present the picture. Of importance in the analysis would be the propor- 
tion of dollars going to invention-producing activities as opposed to developmental 
costs, as, for example, in missile systems, where most of the expense is develop- 
mental. Other factors would include the nature of the inventions produced— 
whether basic innovations or simple improvements, whether potential commer- 
cially or useful only militarily: the amount of invention subcontracted: whether 
the policy of the patent holder toward licensees was restrictive or liberal ; whether 
the Government was the chief user of the invention; and so on. Critically 
significant would be the pace of innovation in the fields covered by the patents. 
We are not standing still on patented ideas, and new advances are being made 
by competing contractors at a steadily increasing rate. 
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It has been argued that leaving commercial rights to inventions in the con- 
tractor encourages it to maintain secrecy with respect to basic and applied 
research, preventing the free and prompt dissemination of the technical data 
produced by such research, because it will refrain from disclosing technical 
developments which may be patentable until steps are taken to secure patent 

tection. In the opinion of the Deportment of Defense, this view is seriously 
in error. Generally, data arising from basic research and pertinent thereto is 
pot patentable. Much other data and know-how is also unpatentable. Since 
obtaining such data is the real purpose of a research contract, it must be reported 

mptly to the Department of Defense contracting agency in accordance with 
the contract obligations. Even if the data were embodied in the form of patent- 
able inventions, such inventions must also be promptly disclosed as conceived 
er reduced to practice. In most research contracts Government personnel are 
ysually on the scene and are informed of the new ideas as they are conceived. 
On the other hand, if it could be said that the patent policy of the Department 
tempts a contractor to disregard these contract obligations and mislead the 
Government in order to secure patent protection, how much greater incentive 
there would be to conceal the new ideas if the contractor were to be denied all 
yaluable commercial rights in them after they are reported. Encouraging the 
disclosure of advances in science and the useful arts by granting exclusive 
rights for limited times is, of course, one of the basic considerations of public 
policy underlying the patent system. At any rate, the Department of Defense 
is aware of no concrete case which would support the allegation that its patent 
policy has been harmful to the Government’s research program. It is believed 
that a contrary policy would encourage a high degree of unnecessary secrecy 
and withholding of promising ideas. 

The question of whether all agencies of the Government should demand title to 
all patents arising under Government-sponsored research has arisen several times 
in the past, and all elements of the Department of Defense have consistently and 
vigorously opposed legislation or administrative requirements imposing this the- 
ory upon all military research and development contracts. The Department of 
Defense does not oppose taking the title to individual patents when unusual 
circumstances make this desirable in the public interest, and it is actively 
studying for possible adoption in its own policy recommendations along this 
line which were made by the House Committee on Science and Astronautics in 
connection with reforming the statutory patent policy of the National Aeronau- 
tices and Space Administration, and which were approved by the House of 
Representatives on June 9, 1960. 

In broad outline, however, we believe our patent policy is in the best interest 
of the United States. It is designed to provide the incentive for American 
industry to undertake the scientific and development work so sorely needed in 
our present and future weapons. It is equitable to the Nation’s industries and 
businesses by not requiring them to surrender ‘their patent positions as the 
price of creating new products for military use. There is no doubt that in many 
ways a Department of Defense research and development contract is tremen- 
dously attractive. In our view, from the standpoint of successful military 
research and development, it is essential to keep it that way. If we are to forge 
ahead in this age of rapid technological development and resulting rapid 
obsolescence, we must continue to recognize, respect, and encourage all the 
inventive genius which this Nation can muster. 


_(The following letter is printed in the record as a statement of the 
views of the Dallas-Fort Worth Patent Association :) 


DALLAS-ForT WoRTH PATENT ASSOCIATION, 
June 10, 1960. 
Hon. Strom THURMOND, 
Chairman, Subcommittee on Procurement Policies and Practices, Committee 
on Armed Services, Senate Office Building, Washington, D.C. 

Deak SENATOR THURMOND: This letter is being forwarded to you on behalf of the 
Dallas-Fort Worth Patent Association. 

It is reported that you may have been impressed with the recent testimony 
before your subcommittee concerning a proposal advocating, for the protection 
of the general public which provided the funds, that the Government should 
acquire complete title to inventions arising in the performance of Government 
contracts. Before you arrive at any incorrect conclusions on his subject, we 
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sincerely suggest that you acquaint yourself with the workings of the U.S. patent 
system. 

The contention that the Government should own such patents arising out of 
Government contracts sounds perfectly sensible and logical on its surface, how- 
ever, it would really be a disservice to the U.S. public. The patent system is not 
legislation enacted for the benefit of the special class of people comprising ip. 
ventors and employers of inventors. Instead, it was enacted for the benefit of 
the general public and offers inducement to inventors to create new things for the 
public welfare. That inducement takes the form in our country of a limited 
monopoly by which the inventor has the right to exclude others from practicing 
the invention for a period of 17 years. Since this “right to exclude” is the basie 
essence of the patent monopoly, it is inconceivable that the U.S. Government 
should desire to acquire patent rights in order to exclude from practicing the 
invention any segment of the general public for whom the patent rights were 
stated to be obtained in the first place. 

At the present time the Federal Government is the owner of record of several 
thousand patents. The patents have a defensive use but no more so than the 
Government would have from a nonexclusive, royalty free license to practice and 
have practiced the inventions of the patents. 

As yet, however, no one in Congress has made any statement as to what the 
Government proposes to do with all these patents. If it licenses them and 
collects royalties, then the U.S. Government would be making its citizens pay 
twice for the same invention, the very accusation now being made against Govern- 
ment contractors, and the net income from such royalties after deducting bureau- 
cratic administration costs, would undoubtedly be far less than the income taxes 
lost from those individuals and companies deprived of such income. If it 
suppresses use of the inventions, it would be guilty of withholding technical ad- 
vancements from the public that basically paid for the patents. If it uses them 
to control or enter into a substantial number of commercial Dusinesses, then it 
is in direct competition with our free enterprise system, the very thing we are 
desperately trying to save. No business can survive in direct competition with 
Government—with its power to legislate and to tax. If the patents are made 
available for all to use, not many persons are interested in starting a new business 
on an unprotected product where others could copy the product at will and without 
the costs of engineering and developing the product. Admittedly there may be 
some businesses which could start on that basis, but in general, the beginning 
years of a business most especially require the protection of a patent. Where 
Government ownership of patents deters the start of new businesses, the general 
public and the Government are both losers. Perhaps your committee should 
inquire into why the Government should want, need, or require title to patents. 

It would be basically unfair for the Government to obtain title to inventions 
arising under a Government contract for the simple reason that the contractors 
and inventors themselves bring to that invention a vast amount of background 
technical knowledge and know-how required at their own expense. The con- 
tractor’s provision of technical skills more than offsets the money which the 
Government makes available to provide the setting in which the invention can 
be made. The provision of money by the Government could not, alone, produce 
one single invention. Thus, it is a balanced situation where the contractor con- 
tributes its background technical information and knowledge and the Government 
provides the contract money which, together, form the favorable teamwork en- 
vironment for inventions to be conceived. It would be obviously unjust for the 
Government to force on its contractors a one-sided acquisition of assets to which 
both parties contributed, especially where the Government can make little, if any, 
use of such assets. Since the Government is not in commercial endeavors, the 
Govrenment cannot exploit the patent rights as a contractor can. The contractor 
whose employees made the invention is ordinarily the one who would be primarily 
interested in, and capable of, exploting the invention commercially, either itself 
or through licenses to others, and thereby the general public could benefit from 
the technological advancement. Thus, the Department of Defense policy of taking 
only a license to inventions made under Government contracts, is a perfectly 
sound, fair, and logical procedure brought forth after many years of experience, 
and is all that the Government really needs to protect its continued use of the 
invention. 
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It is our contention that any congressional activity toward the Government 
taking complete title to patents would serve to nullify the patent rights, would 
tend to suppress the invention and would hinder the exploitation of the invention 
for the benefit of the general public. It is hoped that these remarks will encourage 

ou to thoroughly investigate the question of Government ownership in patents 
including an understanding of the workings of the U.S. patent system before 
taking any definite action in a direction which would result in disservice to the 
American public. 

It is suggested that the Senate Armed Services Committee could do a much 

ater service for the American taxpayer by reducing costs through elimina- 
tion of the unneeded function in each of the armed services of obtaining Govern- 
ment-owned patents. An investigation of this question might cover the following 
points— ; eases 
Number of employees engaged in soliciting patents. 
The number of patents obtained. 
The need for these patents. 
Whether the primary defensive purpose of these patents could be obtained 
otherwise at lower cost, as by publication. 
If so, what savings in dollars could be accomplished. 
Your consideration of these remarks would be appreciated. 
Very truly yours, 
Howarp E. Moore, President. 


(Whereupon, at 12:05 p.m., the subcommittee recessed, to reconvene 
at 10 a.m., Tuesday, May 31, 1960.) 
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FRIDAY, MAY 31, 1960 


U.S. Senate, 
SUBCOMMITTEE ON PROCUREMENT 
OF THE COMMITTEE ON ARMED SERVICES, 
Washington, D.C. 

The Procurement Subcommittee, composed of Senators Thurmond 
(chairman), Stennis, Ervin, Cannon, Saltonstall, and Bush, met, 
pursuant to recess and subsequent postponement, at 2 p.m., in room 
912, Old Senate Office Building, Senator Strom Thurmond presiding. 

Also present: Harry L. Wingate, Jr., chief clerk, and William H. 
Darden, of the committee staff. 

Senator THurmonpb. The subcommittee will come to order, please. 

This afternoon we are continuing the procurement testimony from 
representatives of the military departments. 

Our first witness is the Honorable Cecil P. Milne, Assistant Secre- 
tary of the Navy for Material. 

Mr. Milne, we welcome you before the subcommittee, and we will 
be glad for you to proceed with your statement. 


STATEMENT BY HON. CECIL P. MILNE, ASSISTANT SECRETARY OF 
THE NAVY FOR MATERIAL; ACCOMPANIED BY VICE ADM. ED- 
WARD W. CLEXTON, CHIEF, OFFICE OF NAVAL MATERIAL; 
M. E. JONES, ASSISTANT DIRECTOR, PROCUREMENT DIVISION, 
OFFICE OF NAVAL MATERIAL; AND MERITT H. STEGER, DEPUTY 
GENERAL COUNSEL, NAVY DEPARTMENT 


Mr. Mizne. Mr. Chairman and members of the committee, as As- 
sistant Secretary of the Navy for Material, I am responsible for 
policy, management, and control of the procurement, production, sup- 
ply and distribution of material and of real] estate and facilities. 

I appreciate the opportunity to appear before this committee to 
discuss the Navy’s procurement policies and practices, especially as 
they relate to the achievement of reasonable costs, prices, and profits. 

During the first series of hearings which this committee conducted 
last February in response to Public Law 86-89, Secretary McGuire 
and Mr. Bannerman gave you a comprehensive picture of defense 
procurement. Their presentation fully reflected the policies and 
procedures of each individual department including the Navy. 
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That presentation included several subjects of particular signifi- 
‘ance to this committee’s current study of the effectiveness of mili- 
tary procurement. I refer especially to the following : 

(1) The types of contracts we utilize and the kinds of situations in 
which each is most appropriate ; 

(2) The methods and techniques we employ to price our defense 
contracts; and 

(3) The various controls we use to help insure that our contracts 
are made at fair and reasonable prices and in accordance with appli- 
cable laws and regulations. 

In February you were also informed of the many recent actions 
which the Department of Defense has taken to expand and strengthen 
the Armed Services Procurement Regulations (ASPR) with regard 
to the pricing of defense contracts. 

Today I would like to discuss briefly the impact on Navy procure- 
ment of certain changes to the ASPR, and various additional steps 
the Navy has taken, particularly those affecting our pricing 
techniques. 

AUDIT AS A PRICING AID 


Postaudits of defense contracts have indicated that in some cases 
pricing data was accepted from offerors or contractors without ade- 
quate review by Government procurement personnel. 

Two actions have been taken to help prevent this in the future. 

On October 1, 1959, the ASPR was revised to require offerors and 
contractors to certify that, in preparing price estimates, they had 
considered all currently avs ailable actual or estimated costs or pricing 
data, and that they had disclosed such data to the contracting officer 
for his use in evaluating the estimates. This, of course, “applies 
throughout Navy procurement. 

Second, we have acted to require contracting officers to make greater 
use of auditors in connection with their price analyses of proposed 
contract prices. 

In negotiated procurement the Navy uses the “team concept” to 
the maximum practicable extent. Our procurement teams are made 
up of contracting officers, negotiators, engineers, lawyers, inspectors, 
and audit personnel. Two types of auditors are made available by 
the Navy Comptroller’s Office. These are the accountants assigned 
to a purchasing office, who provide advice to the negotiators in con- 
nection with their analyses of contractors’ cost representations, and 
the field auditors, who provide advisory audit reports for the purpose 
of obtaining independent evaluations of contractors’ price proposals. 

For certain types of contracts the Navy for years has required that 
audits be performed in connection with their pricing or repricing. In 
May 1958, we stressed to all Navy procuring activities the need that 
contracting officers make fuller use of available audit services. 

We continued to emphasize this subject in periodic procurement con- 
ferences held with our top procurement people. In October 1959, we 
issued an even stronger and broader procurement directive concerning 
the utilization of audits as a pricing aid. 

This directive expanded the list of circumstances in which Navy 
contracting officers are required to utilize audit services, unless the 
contracting officer determines that there is sufficient reason to waive 
such audit : assistance, perhaps because enough current information is 
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available from other sources or because the value of the proposal is 
small compared to the cost of an audit report. 

To permit expansion of our use of audit services as a pricing aid, 
our audit staff is being increased significantly. From the third quar ter 
of fiscal year 1959 to the second quarter of fiscal year 1960, we have 
had a 100-percent increase in man-hours used in the audit review of 
initial pricing proposals. By June we expect to increase these audit 
man-hours by another 100 percent over fiscal year 1959, or a total 
increase of 200 percent. Still further increases have been budgeted 
for fiscal year 1961. In addition, for example, in the second quarter 
of fiscal year 1960 we used 208,000 man-hours to audit actual contract 
costs. 

SUBCONTRACTING 

Postaudits of defense contracts indicated that our contract pricing 
could be strengthened in the important subcontracting field. As a 
result, the ASPR coverage of subcontracting procedures has been 
greatly expanded and strengthened. The presentation in February 
outlined to you the policies and procedures now provided in the ASPR 
for the evaluation, review, and approval of contractors’ “make-or-buy” 
programs, purchasing systems, and proposed subcontracts. 

I would now like to discuss certain additional action which the Navy 
has taken in the specific area of contractor purchased-material costs. 

One of the major cost elements of a proposed contract price is the 
cost to a prospective prime contractor of his purchased material. This 
imcludes raw materials, purchased parts, components, and end items 
to be delivered under a contract but not fabricated or produced by 
the prime contractor. 

So defined, purchased material generally comprises about 50 percent 
of a proposed price—frequently even more. Close scrutiny and care- 
ful evaluation of this segment of proposed contract prices are therefore 
very important in obtaining close pricing. 

For several years the Nav y has stressed the importance of thorough 

evaluation of the costs of purchased material. For example, in a let- 
ter dated May 26, 1958, the Chief of Naval Material told the chiefs of 
the major procuring bureaus of the need for increased emphasis in 
evaluating such costs. 

In April 1959, the Navy implemented the ASPR provisions on the 
review required of proposed prime contractors’ subcontracting pro- 
grams. This directive included detailed guidance for analyzing the 
costs of purchased material included in proposed prices. It also re- 
emphasized that negotiators and contracting officers should utilize, to 
the maximum practicable extent, the services of field inspectors and 
auditors in developing and evaluating information on purchased 
material. 

PROCUREMENT REVIEW 


The Chief of Naval Material and I have responsibility both to 
promulgate procurement policies and also to insure that these policies 
are properly carried out. It is our policy to procure what we need 
from responsible sources at fair and reasonable prices calculated to re- 
sult in the lowest. ultimate cost to the Government. Several controls 
have been established to insure that this policy is adhered to. 
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These include our procurement regulations, the established criteria 
which must be met by persons or firms with whom contracting officers 
may do business, restrictions on the use of the various types of con- 
tracts in different pricing situations, and reviews of both individual 
proposed contracts and contracting operations in general. I now 
wish to speak of this last control, our procurement reviews, 

Since early in World War II one of the principal means of con- 
trolling our procurement has been a requirement that purchasing ae- 
tivities obtain approval from the Office of Naval Material of all pro- 
posed negotiated procurements above certain specified values. Also, 
regardless of dollar amount, certain types of proposed contracts must 
be approved by the Office of Naval Material. These include letter con- 
tracts, contracts containing special price revision clauses, and con- 
tracts providing for retroactive price redetermination. Before these 
transactions are approved, our procurement analysts carefully and 
thoroughly analyze the placement, pricing, procedural, and business 
aspects of proposed procurements. This helps to insure that the con- 
tract terms are sound and the prices are fair and reasonable. These 
reviews cover approximately 75 percent of the Navy’s procurement 
dollars. 

To strengthen this business clearance procedure, last August we re- 
quired that our purchasing activities clear their proposed procure- 
ment plans for procurements of $300,000 or more hefore they began 
negotiations with prospective contractors. 

I might interpolate that prior to that they were reviewed prior to 
singing the contract. This puts the onus on them to review them 
prior to negotiating the contract. 

This review is in addition to the established requirement that a pro- 
posed contract of $300,000 or more be approved after negotiation. 
This clearance before negotiation is designed to improve internal pric- 
ing control and adherence to the Navy’s pricing objectives, through 
participation by the procurement analysts during the planning stages 
of major procurements. 

The review of proposed procurements prior to negotiations also 
enables us to examine closely and in a timely way the many elements 
involved in our major contract programs. Recently Admiral Clex- 
ton and I spent several hours with the negotiation team responsible 
for negotiating the final contract for the new nuclear carrier /nter- 
prise and with the procurement analysts who reviewed the contract. 
This ship will be completed by the Newport News Shipbuilding & 
Dry Dock Co. in about 18 months. 

These men described to us what they were doing to secure the best 
possible contract price and terms. It was a very reassuring experi- 
ence. The team has spent months in developing their data and in 
negotiating agreement with the company’s spokesman on the many 
important elements of the contract. Our auditor assured us that 
the company had been completely cooperative in providing all te 
data needed, including wage rates, overhead rates, projections of 
workload, estimated labor hours, and all other data we requested. 
Individually and collectively these men were very impressive in their 
dedication, competence and vigor. 

When we added the requirement of preliminary clearance of plans 
for procurements of $300,000 or more, Navy purchasing activities 
were directed to apply the same review paisicpin within their own 
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qqupaizations to procurement plans for procurements between $50,000 
d $300,000. 

‘te Office of Naval Material also performs another, much broader 
type of procurement review. Periodically it reviews and analyzes 
the procurement organizations, methods, procedures, and pricing tech- 
niques used by the various purchasing activities of the Navy. These 
reviews are intended to evaluate business practices, streamline and 
jmprove procurement operations, and insure compliance with exist- 
ing regulations and policy. During the past 3 years these re- 
views have suggested several hundred specific recommendations which 
have substantially improved procedures, organizations and stafling. 

This committee has also expressed an interest in the control now 
exercised over our contracting officers’ use of certain negotiation 
exceptions. I refer specifically to those six exceptions provided in 
10 U.S.C. 2304(a) (11) through (16). For these exceptions the stat- 
ute requires that the agency head sign the determinations and find- 
ings authorizing the negotiation of particular procurements. The 
history and present use of these exceptions were discussed in some 
detail in last February’s presentation. 

The Armed Services Procurement Regulations provides that these 
secretarial determinations and findings will be prepared and proc- 
essed in accordance with Departmental procedures. Within the 
Navy determinations requiring secretarial signature are sent through 
the Ofice of Naval Material. We also require that each determination 
be accompanied by a “Request for Authority to Negotiate.” 

In each proposed procurement, a “Request for Authority to Nego- 
tiate” must : 

(1) Detail the reasons it is necessary to negotiate the purchase in 
accordance with the Armed Services Procurement Act, rather than 
use formal advertising; 

(2) Provide additional data, including the possible sources of 
supply, the extent of available competition, and the proposed pro- 
curement plan; and 

(3) Include all pertinent supporting documents and information. 
In the Office of Naval Material, each proposed secretarial determina- 
tion, with the accompanying “Request for Authority to Negotiate,” 
is carefully analyzed by a staff of procurement specialists to insure 
that it fully reflects relevant policies and regulations and accords with 
good business practice. If approved, each is then forwarded to me 
for signature. My immediate staff also reviews each of these pro- 
posals, primarily for particular aspects in which the Under Secretary 
and I are interested. 

In view of questions about our processing of determinations to 
negotiate under exceptions 11 through 16, I assure you that my 
participation is by no means perfunctory. 

Ihave frequently met with a Bureau Chief to discuss a determina- 
tion his Bureau was proposing. These discussions sometimes lead to 
substantial revisions of proposed procurements. We are constantly 
mindful of the need for injecting additional competition; we have 
occasionally found ways to inject more competition without harming 
the procurement. Reading these determinations has led my predeces- 
sors and me, on appropriate occasion, to modify some of our procure- 
ment policies. 
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During fiscal year 1959, 964 determinations and findings under ex. 
ceptions 11 through 16 were submitted for review and approval, 
Seventy-nine of these were not approved for want of adequate sup- 
porting information. 

COMPETITION 


Competition among qualified suppliers is one of the most effective 
ways to secure fair and reasonable prices. A recent study made by us 
indicates that contracts involving over 80 percent of our fiscal year 
1959 procurement dollars were awarded after price or design com- 
petition, or as follow-on procurement to contracts so awarded. Weare 
now taking two specific actions to increase this proportion of competi- 
tive procurement: (i) The use of a “breakout” procedure, and (ii) 
more effective use of drawings and specifications. 


BREAKOUT PROCEDURES 


To obtain components for ships, missiles, and other major end items, 
there are three basic approaches we can take. First, we can permit 
the contractor to make certain components, reviewing his cost data to 
insure reasonableness of cost. 

Second, we can allow the contractor to buy certain components from 
subcontractors, after carefully reviewing his make or buy plans to 
determine their effect on price, quality, delivery, and performance and 
after examining his purchasing system to insure that it obtains ade- 
quate competition. 

Third, we can “breakout” from our procurements of large com- 
plex systems those components and subsystems which we can purchase 
competitively from a number of sources without affecting the technical 
integrity of the parent system. Items so purchased are then provided 
to the prime contractor as Government-furnished material. In pro- 
curing each major system we try to use whatever combination of these 
three approaches is in the best interest of the Government. 

We use the term “breakout” if we buy components and furnish them 
to the prime contractor for incorporation in the end item. We use 
this “breakout” technique not ate to develop competition but also 
to broaden our industrial base. Purchases by breakout frequently re- 
sult in better prices and earlier deliveries. They also serve to increase 
the opportunities for greater participation by small business firms in 
our procurement program. 

Here are several examples of our use of the breakout procedure dur- 
ing 1959 and the apparent savings realized as a result of competitive 
procurements: 


Apparent 

Item savings 
Rolleron type wing assemblies for Sidewinder missile motor._____-_ $141, 000 
Electronic equipment for Terrier missile__._._._._.._._._._____________ 146, 000 
Electronic equipment for Tartar missile__.___________________________ 383, 000 


Wherever this procurement technique will improve prices or qual- 
ity, or will aid small business without sacrifice of price or quality, we 
will use it. 

DRAWINGS AND SPECIFICATIONS 


Another important means of increasing competition is the timely 
acquisition of drawings and other technical data which will serve as a 
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basis for co pete procurement. The Office of Naval Material re- 
cently studied our policies and procedures concerning the acquisition, 
control, and use of drawings and technical data. Particular effort was 
made to inv estigate new procedures which would insure the earlier 
availability of drawings and technical data for competitive procure- 
ment purposes. Asa result of this study and the significant resulting 
recommendations, we expect increased availability of drawi ings, which 
in turn will result in increased competition. 


VALUE ENGINEERING 


Value engineering is a procurement technique which we have em- 
ployed with considerable success. It holds great promise as a means 
of reducing the prices of many of our major weapons. To encourage 
value engineering efforts—hence cost reduction—by our contractors, 
we have developed incentive provisions for incorporation in selected 
contracts. These contracts provide that the contractor will maintain 
a value engineering staff to develop cost-reduction recommendations. 
These recommendations are then submitted to the Nav y- If they are 
adopted, the contract prices are reduced, but the contractor shares 
in the resultant savings. 

The savings possible through value engineering are illustrated by a 
proposal to revise the method of w elding the “st uffing tubes” through 
which electric cables penetrate watertight bulkheads and decks aboard 
ship. Simplification of this single process has reduced shipbuilding 
and repair costs by $4.8 million per year. Additional examples of 
cost reduction through value engineering are included in appendix 
Lat the end of this statement. (See p. 202.) 


PROCUREMENT TRAINING 


During the past 2 years we have significantly expanded the Navy’s 
procurement. training program. Supplementing the formal and in- 

rmal training conducted by our major procuring activities, the 
Office of Naval Material has expanded its role in navywide training 
in all aspects of Government procurement. 

In past years the Office of Naval Material has conducted courses 
in contract administration, contract termination, and negotiation and 
pricing techniques. Last year we added an advanced Navy procure- 
ment course. It was attended by about 100 of the Navy’s top civilian 
and military procurement personnel. 

Presently underway is a procurement course developed expressly 
for intermediate procurement personnel. More than 250 officers and 
civilians are to complete this course this year. 

A third course commenced this month especially designed for 
technical personnel of the Navy. They are being given instruction 
in procurement policies, procedures, regulations “and laws relating 
to technical responsibilities. This training should assist us with the 
many daily problems shared by technical and contracting personnel. 

Commencing in July of this year will be a new Navy price analysis 
course covering techniques for analyzing contractors’ prime costs, 
bills of material, subcontracting costs, and related matters. This 
course will train our negotiators to apply the many techniques 
required to assure close pricing in our contracts. 
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A course covering the administration of Government. property in 
the possession of defense contractors will also get underway early 
in fiscal year 1961. 

By the end of this year approximately 1,000 of our procurement 
personnel will have completed these courses. 

In addition, during 1959 the Office of Naval Material conducted 
a series of seminars in the Washington area for procurement. per- 
sonnel responsible for the bulk of the Navy’s procurement dollars, 
These seminars covered subcontract analysis, analysis of bills of ma- 
a utilization of Navy auditors in pricing, a the new cost prin- 
ciples. 

I would also like to mention the publication “Navy Contract Law” 
recently issued by the Navy’s General Counsel. This book has just 
been completely revised. It is available to the public at modest cost 
through the Government Printing Office. By using it, contractors 
may better understand what is involved in a contract with the Gov- 
ernment. I commend this book to all individuals, in or out of the 
Government, who are concerned with the legal and practical aspects 
of Navy procurement. 


PROCUREMENT PERSONNEL 


Questions have been asked as to whether our procurement personnel 
are a match for the higher paid negotiators representing industry. 
Also, it has been suggested that our negotiators may accept pro- 
Brae by industry even if such proposals are unfavorable to the 

overnment. 

During the 3 years ending December 31, 1959, the Navy completed 
final pricing action on 47 incentive contracts, for which the final costs 
totaled some $2,466 million. In reviewing data on these contracts, 
I am impressed by the fact that in setting the target prices before 
awarding these 47 contracts, the Navy negotiated in every case a 
significant reduction of the cost estimate or profit, or both, proposed 
by the contractor. Similarly, after completion of the contract, we 
negotiated in every case better final prices than the contractor pro- 
posed. To me this is evidence that we can depend on our negotiators 
to look out for the best interests of the Government. 


THE NAVY PROCUREMENT DIRECTIVES (NPD) 


Many recent improvements to the armed services procurement regu- 
lation were discussed fully in the Defense Department’s presentation. 
To the extent implementation or amplification of the ASPR is neces- 
sary, we issue Navy Procurement Directives (NPD). Last year a 
greatly improved revision of the NPD was published. Its content 
was rearranged and numbered to conform to the ASPR, and all ma- 
terial which duplicated that in the ASPR was removed. Asa result, 
use of this document has been greatly facilitated and its size reduced 
by more than one-third. 

COST PRINCIPLES 


The new cost principles are of particular concern to us. Because 
approximately 30 percent of our procurement dollars are placed un- 
der cost-type contracts, these cost principles must be completely un- 
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derstood and properly applied by our negotiation and audit person- 
1. 

The revised cost principles were issued by the Department of De- 
fense on November 2, 1959. On February 17, 1960, the Office of Naval 
Material issued detailed information on the use of the new cost. prin- 
ciples in the Navy. We also held two seminars dealing specifically 
with the new principles and their intended application. Each of these 
seminars was peeled by approximately 300 Navy procurement per- 
sonnel. As additional experience is gained under the revised cost 
principles, we intend to hold other seminars for field personnel. These 
seminars will exchange experience and help to assure uniformity in the 
application of the revised cost principles. 


USE OF INCENTIVE CONTRACTS 


In certain situations only incentive contracts enable us to obtain 
maximum efficiency and economy. Incentive contracts are used where 
real competition cannot be obtained, where reasonably accurate and 
dependable target. costs can be established, and where the magnitude 
of the contract and period of performance permit monetary savings 
through efficient performance. 

Incentive contracts were used for 12 percent of our procurement 
dollars during 1959. We are firmly convinced that incentive con- 
tracts, when properly used, are a very effective means of reducing 
costs. 

We recently gave the House Armed Services Committee a statement 
concerning our use of incentive contract. With your permission, Mr. 
Chairman, I would like to give you copies of that statement so that 
it can be made a part of the record of this hearing. 

Senator THurMonD. Just turn it over to the clerk, and we will place 
it in the record, if there is no objection. 

(The statement referred to will be found on p. 203.) 

Mr. Mize. I believe that statement will assure you that the in- 
centive contract is an essential procurement tool and that its effective 
use results in substantial economies. 

During the hearings of the Special Committee on Procurement 
Practices, we were asked to provide price data on the Sidewinder 
missile and the A-4D aircraft. In doing so, we found that incentive 
contracts had assisted us to reduce the price on successive purchases 
of Sidewinder guidance and control units to the point where the last 

rice was about 40 percent of the price of the first production contract. 
imilarly, incentive contracts ssleed us to reduce the price of A-+4D 
aircraft by more than 50 percent. 

Mr. Chairman, I have described to you various steps we have taken 
and techniques we have developed which were designed to insure 
reasonable costs, prices and profits in our procurement. Although the 
evidence we have assembled indicates to us that the Navy is doing 
a creditable pricing job, this is not to say we are satisfied. Further 
improvements can be made and we are actively seeking to bring them 
about. We are refining our negotiation and pricing techniques. We 
are reviewing our procurement operations to discover and correct 
any deficiencies which may exist. We are training our procurement 
personnel to develop their greatest potential. 

Let me again express my appreciation for the opportunity to appear 
before you. 
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APPENDIX I 
EXAMPLES OF VALUE ENGINEERING 
UNDERWATER EXPLOSIVE DEVICE 


In fiscal year 1956, this $28 item was originally designed and produced ag 
practice depth charge in accordance with detailed plans and specifications. This 
device was subsequently incorporated as a vital part of an ASW system which 
greatly increased the annual procurement requirements. Concerted cost re. 
duction efforts to meet these requirements led to the preparation of a genera] 


performance specification and a subsequent unit cost of $3.59 under a fixed-price 
contract. 


Cost reduction realized on the latest fiscal year 1959 procurement____ $403, 000 
We expect to buy several hundred thousand units in the future. On 
each hundred thousand the reduction is over___-________-----_-___ 2, 000, 000 


SIMPLIFIED ELECTRICAL CONNECTIONS 


Electrical connections (taps) from powerlines for lighting fixtures, small 
motors and low power appliances have been made by fastening lugs to the 
wires, and in turn fastening the lugs to terminal strips installed in the con- 
nection boxes. 

This method was used in both commercial and military systems because of 
external forces such as shock and vibration. 

A new twist-on connector was found and approved that resists all such ex- 
ternal forces. It utilizes a plastic, removable and reusable “wrap cover” to 
permit necessary electrical inspection. Use of this connector eliminates the 
need for the terminal strip and at least 50 percent of the lugs. 


Average cost of installed connections before________________________ $5. 54 
Average cost of installed connections after__................__________ . 80 

Net cost reduction per connection_______--___.-- 4.74 
Cost reduction per year (Navy annual usage, 84,000) __..-_.___________ 400, 000 


5’’/54 GUN MOUNTS 


Analysis of the original requirements for local control against aircraft and 
surface targets eliminated an $18,000 telescope from each of these gun mounts. 


In the cost of recent deliveries, this achieved at total reduction of_____ $684, 000 


ELECTRIC STUD WELDING TO INSTALL DAMPING MATERIALS 


To meet the requirement for quieter submarine operation, damping materials 
are installed against the inside of submarine hulls. 

Past practice was to attach the studs to the hull by adhesives. New welding 
techniques, eliminating undesirable effects on the hull steel, were found and 
approved. In Polaris and other nuclear submarines, these have resulted in a 
cost reduction for welding of approximately 60 percent. 


Gunn eaerd | finer WebitiatinG) 20 uw oo er ls $90, 000 
apes een) CI IRIN ree le al hc assent 40, 000 

Net cost reduction (per submarine)_....__..________.._-___-_. 50, 000 
Cost reduction on submarines now building or authorized______________ 40, 000 


TORPEDO TUBE MK32 


Bleven value engineering changes, ranging from $1.75 to $362 per change, 
reduced the unit cost by $1,152 on this triple-barrelled tube for surface ships. 
This is a 9 percent reduction based on the original cost of $13,000 per tube. 

Attendant benefits include the elimination of approximately 300 parts, which 
contributed to improved reliability and simplified maintenance. The cost of the 
value engineering was $27,000. 


On current production orders, these changes produced a cost reduc- 


On the total planned procurement of 900 tubes for approved ship a 
programs, we expect a cost reduction of_...._.....____-_______-- $1, 035, 000 
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WELDING REDUCTION IN ELECTRIC CABLE INSTALLATION 


Shipboard electric cables must penetrate many watertight bulkheads and 
decks. Where they penetrate, “stuffing tubes” are installed to permit sealing 
the penetration in order to maintain the watertight compartmentation. 

These metal “stuffing tubes” on both commercial and naval ships have been 
required to be welded to both sides of the penetrated bulkhead or deck. 

The weld on one side of the penetration was eliminted, and consequently the 
welding costs were reduced by 50 percent. 


mading cost. per tube before (average) ~~~ oe $8. 76 
Welding cost per tube after (average) ~-----_-__-__--____-______-- : 4.38 

Sn JIE OCEAN, CO le ee 4.38 
Cost reduction per year (Navy annual usage 1,100,000) _-___________ 4, 800, 000 


SIDEWINDER GUIDANCE AND CONTROL 


Continuing efforts reduced the costs of 10 parts of the Sidewinder missile. 
These efforts included the reevaluation of certain requirements which led to 
design changes, material changes, process changes, and manufacturing simpli- 
fication. 


In a recent procurement, these permitted a cost reduction of....._____- $429, 000 


LIGHTWEIGHT ASBESTOS LAGGING FABRIC 


Asbestos fabric (lagging) is installed over thermal insulation on the piping 
and ventilation systems of naval ships. This material is normally specified in 
accordance with Federal Specification SS-C-466 and weighs some 22 ounces 
per square yard. 

Lightweight fabrics were found and approved for use. They weigh 50 percent 
less per Square yard and cost approximately 25 percent less than the Federal 
specification material. 


mee Defore. (periequbre:yard elses ewicceai ali ceid cc likn c $1. 32 
Goel etter (pet adbawe)yere) ise. oi wg be lacie cee 1. 02 

Net cost reduction (per square yard) ~-.~--_.______________-__ . 30 
Weight reduction for U.S.S. Constellation (CVA 64) (tons) --_-.-__- 47 
Cost reduction applied to U.S.S. Constellation..._....__..._........-__-_ $43, 000 


STATEMENT CONCERNING USE OF INCENTIVE CONTRACTS 
REFERRED TO ON PAGE 201 


TYPES oF ConTRACTS USED BY THE NAVY 


Mr. Chairman, because of the interest your committee has shown in the various 
types of contracts we use, we have prepared a brief statement on that subject 
which it is hoped will be helpful to you. I should like to read it to you now, 
and provide a copy for the record. 

It is important to realize that we have several major kinds of pricing situa- 
tions, and that for each of these situations we need a contract especially tailored 
to fit. 

These pricing situations differ primarily in the degree to which it is possible 
to estimate costs accurately and dependably in advance. 

It is easy to see the two extreme situations: 

(1) Cases where we have full and dependable pricing information or true 
and ample competition. Here we can use firm fixed-price coniracts. Tllustra- 
tions are clothing, subsistence and off-the-shelf type items. For these kinds of 
items, costs are well established or competition is keen. 

(2) At the far extreme are situations like research and development where 
it is difficult to estimate costs accurately or dependably. Here we can use only 
cost-type contracts. The cost-type contract is used when no other more advanced 
type fits the situation. 
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Between those two extremes are several intermediate situations in which we 
have some information, including some cost data, but not as much as we need. 
For each of these several well-defined intermediate situations we need appro- 
priate types of contracts. 

Nearest to the firm fixed-price contract is the fized-price contract with escaig. 
tion for specified items of cost, such as certain labor costs or certain materia] 
costs. Steel for ships is the best illustration of the need for escalation in some 
fixed-price contracts. 

Two other intermediate pricing situations require appropriate contracts. For 
these we have developed fixed-price incentive contracts and fixed-price rede- 
terminable contracts. 

The fixed-price incentive contract is used where these conditions exist: (1) 
a firmed fixed-price contract cannot be used, because we do not yet have com- 
petition or reasonably complete cost information; but (2) sufficient cost ip- 
formation is available that a realistic estimate can be made. Suppose, for ex- 
ample, that previous experience and our current estimates of costs indicate to 
us that the price for an aircraft engine should be $1 million. However, the 
contractor is apprehensive of possible unknown costs and insists upon con- 
tingencies which would bring its proposed price for a fixed-price contract to 
$1,200,000. Under these circumstances, the target price (including target eost 
and target profit) would probably be $1 million. The overall ceiling in the final 
contract price would be established at about $1,200,000. If he were awarded 
a firm fixed-price contract, the contractor would receive all profit resulting from 
cost savings under $1,200,000, but if we use an incentive contract, the Govern- 
ment receives the lion’s share of the savings with the contractor receiving the 
balance as his incentive profit. 

The advantage of incentive contracts lies in the pressure they put on the 
contractor to cut his costs as deeply as he can. This is particularly important 
if there is to be a follow-on contract, because reducing the costs on the first 
eontract provides a ceiling for costs on the later contract. This can give us a 
double saving. 

Again, an incentive contract can help us if we are dealing with a company 
which insists on a price we consider unreasonably high, and if no competition is 
available. By offering him the incentive of a bigger profit ratio if he cuts his 
eosts, in most cases we can wind up with a lower total cost to the Government. 

This leads to a very important point. Costs form a vast bulk of the price we 
must pay; profit is only a small fraction of this price. It is far better for the 
Government to allow the profit rate to rise, if by so doing we can cut total costs 
significantly. 

Fived-price redeterminable contracts are the other major type for intermediate 
pricing situations. As soon as enough basic development has been accomplished 
under a cost-plus-fixed-fee contract, we utilize the resulting cost experience to 
set a ceiling on the price the Government must pay. In many cases, the avail- 
able cost information is insufficient to permit the establishment of firm target 
costs which would permit the use of an incentive contract. Under these cir- 
cumstances we use redeterminable contracts. In this type of contract the ceiling 
reflects the contingencies and the unknowns of initial production; the contract 
also provides for the redetermination of cost at some point in the production 
process—say at completion of the 40th unit out of a total of 100 units, or in the 
case of a ship at 40 percent of completion. 

Until the contract has been redetermined, the contractor does not have the 
incentive to keep costs low which he would have under an incentive contract. 
As a matter of fact, there is the possibility that unnecessary costs may be in- 
curred in the early stage of the redeterminable contract. This would generate 
relatively high costs which the contractor might feel would help him to negotiate 
the highest possible final price. After redetermination, such a contractor might 
then effect cost savings in order to improve his profit position. In that situation, 
the contractor receives all the benefit of such savings. That is one reason we 
much prefer incentive contracts if they can appropriately be used. 
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In summary, because of the variety of pricing situations, we have developed five 
major types of contracts. These can be listed as follows, in their order of 


preference : 


| Adequate cost data or truly competi- 
tive. 

Fixed price with escalation_____--------- Where specified costs are likely to 
change. 

meal-price incentive..____.....-------- Puts ceiling on costs, and gives the 


contractor a monetary incentive to 
reduce costs. 

Fixed price redeterminable___-___-_--~-- Puts ceiling on costs. 

I ss cacsosinne sash te weighs aimee ieee Used where sufficient cost information 
is not available to use any other type 
of contract. 


Every one of these contracts serves a real need. 

Now let us examine the use of incentive contracts more intensively. 

Competition and monetary incentives are the important factors which motivate 
acontractor to put forth his best efforts. 

If adequate competition is not available, it is important that we utilize a 
monetary incentive in order to generate a cost saving. To do so, we proceed as 
follows: the negotiator uses cost auditors, technicians, facilities advisers, and 
other experts to acquire and analyze cost information, manufacturing data, 
and other pertinent information, to develop a realistic target cost. With the 
contractor we then agree to a ceiling above which the contractor will absorb all 
costs. We also develop a profit formula which reflects the accuracy of the target 
and the profit share required to motive the contractor to save all he can. This 
type of contract has been used primarily in the aircraft and ship programs. 

Some may hold the opinion that a contractor’s costs are the same regardless of 
whether a redeterminable contract or an incentive contract is used. Experience 
we have accumulated indicates that the additional profits available to the con- 
tractor through incentive contracts have reduced costs and have produced for 
the Navy the most economical result. 

It is sometimes contended that a fixed-price contract could be negotiated at 
the same figure as the target price. We have found that normally the contractor 
insists upon a fixed price equal or close to the ceiling of the incentive contract. 
Under these circumstances, to fix a firm price would result in the inclusion of 
substantial contingencies, and all savings achieved would accrue to the con- 
tractor. Usually we can negotiate an incentive target price significantly lower 
than a firm fixed price would be. 

The General Accounting Office has been critical of some fixed-price contracts 
being used prematurely, before sufficient cost data was available. This is con- 
sistent with our strong conviction that we must be free to use escalation, incen- 
tive, and redeterminable contracts wherever they are appropriate. 

Various questions have been asked about our ability to estimate accurately 
costs for incentive contracts. We would like to make the following points: 

First, ability to estimate accurately is even more important for firm fixed-price 
and fixed-price escalation contracts than for incentive contracts, because with 
them the contractor keeps all of his savings. 

Second, we do not use an incentive contract unless we have enough information 
to estimate the target reasonably accurately. 

Third, we do not rely on just one or two persons for our estimates. The nego- 
tiator is responsible for seeing that independent data for our estimates is ob- 
tained from our technical people and auditors, from records of previous pur 
chases, from the company itself, and often from its competitors. The company’s 
performance on prior contracts, and the validity of its prior estimates are im- 
portant considerations. All members of our negotiating team coordinate their 
varied skills in setting the target price. We also review the team’s proposal, 
first within the Bureau and later in the Office of Naval Material. The Assistant 
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Secretary of the Navy personally reviews some proposed contracts. The point 
is that the estimate is not that of a single individual, but rather a cooperative 
product of a team of specialists in various divisions of the Navy. 

We consider the incentive contract to be vital to the interests of the Nayy 
Department, in order to procure complex equipment at the least cost. We feel 
strongly that if this type of contract were not available, we would be forced 
into greater use of redeterminable and cost-type contracts which, in our opinion, 
are not as effective in controlling costs. 


In conclusion, we wish to stress that we use the fixed-price incentive contract 
only where a realistic estimate of the costs can be made. 

Senator THurmonp. I wish to thank you for your illuminating 
statement, Mr. Secretary. " 

Mr. Secretary, I have a few questions, the answers to some of which 
you may desire to insert in the record if the information is not readily 
available. 

First, would you please furnish the number of determinations and 
findings under exceptions 11 through 16 that were processed by your 
office during fiscal year 1959. It would be helpful if you also show 
the number of proposed determinations disapproved by you, and the 
number of class determinations involved in the total. 

Mr. Mitne. We have that, Mr. Chairman. We can also supple- 
ment this by giving you—I think it was 57 I mentioned in my record 
that were sent back. 

But there were 885 processed through my office last year. That was 
in fiscal 1959. 

Senator THurmonp. And the number disapproved, you said 
was 

Mr. Mixne. I think I said it was 57—79. Iamsorry. 

Senator THurmonp. And the total number of class determinations 
involved would be? 

Mr. Mitne. 885 actually passed through. 

(The information requested is as follows :) 





Determinations and findings processed (exceptions 11 through 16 only), fiscal 

















year 1959 
Approved | Disapproved 
Exception | i, = ii __| orreturned 
without 
Individual Class Total action 
a | —| | 
MOL OL Rook 1 aio. 459 | 28 | 487 | 12 
Tepes 48 3 | 51 | 2 
Tiel ne en 1 | 10 11 | 2 
Pe cone ase tee see SED CB Ss Soe 288 | 18 | 306 | 40 
_ TEESE ST ae ee oe 8 | 1 9 1 
Neate hinis an cilitestteinlanin shvemreneesPenuhdeiniaen 3 | 18 | 21 | 4 
eet 0332530 ioe i a 807 | 78 | 885 | 161 





1 In addition to the 61 disapproved or returned without action, 16 were returned with specific instructions 
or guidance. The 61 plus 18 totals the 79 cases which were disapproved, returned without action, or re- 
turned with guidance for future action. 
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Navy secretarial determinations and findings (negotiation exceptions 11 through 
16), approved during fiscal year 1959 


_ 

















Month 11 12 13 “| 15 | 16 | Total 

—_—_—_ - | 7 ee | |] —-— -——]—~—_____ 
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Senator TuurmMonp. Now, Mr. Secretary, exception 7 authorizes the 
negotiation of contracts and purchases for medicine or medical sup- 


lies. Procurement statistics show that the Navy uses this exception 


more than the other two military departments, presumably because of 
the Navy’s single manager responsibility in this area. 

Would you give us the benefit of your experience by discussing the 
use of exception 7 and the continued need for authority to negotiate 
contracts for medicines or medical supplies? 

Mr. Mitne. We will be glad to furnish that for the record, Mr. 
Chairman. 

(The following information was subsequently furnished :) 


Tue USE OF AND CONTINUED NEED FOR AUTHORITY To NEGOTIATE CONTRACTS FOR 
MEDICINES AND MEDICAL SUPPLIES PROVIDED IN 10 U.S.C. 2304(4) (7) 


The authority to negotiate for medicines and medical supplies helps us to as- 
sure that our servicemen receive the best medical care and treatment. It 
enables us to rely on the professional judgment of the doctors and buy the 
particular medicines and equipment desired as a result of proven experience 
or technical evaluation. We cannot afford to take unnecessary chances with 
the health and lives of our servicemen. 

Ever since 1845 the Navy has been authorized, by statute to negotiate pur- 
chases of medicines. The War Department was authorized to negotiate con- 
tracts for medicines and medical supplies by the act of February 27, 1893. This 
long standing authority was continued without question for both services when 
the Armed Services Procurement Act was enacted in 1947. Authority to negoti- 
ate for these highly critical supplies—used by professional people in their pro- 
fessional capacity—also has been conferred by Congress upon the civilian 
agencies. 

The entire field of medicines and medical equipment is ever-changing, ever- 
improving. The growth of the drug and biological industry, in particular, is 
one of the phenomena of the past 20 years. Commencing with the discovery of 
the sulfa drugs and penicillin, each succeeding year has seen more wondrous 
developments emanating from the world’s research laboratories. Often, as one 
drug is just becoming prevalent, it is either improved by a variant of one sort or 
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another, or totally displaced. For example, penicillin, once considered the acme 
of wonder drugs, is today almost as common as aspirin and is found in approxi- 
mately 25 variations. Every doctor in America faces the same problem: How do 
you keep up with such rapid change? What is best for the patient? 

In this field of continuous revolutionary change and limited professional] per- 
sonnel, the development and use of specifications necessary and adequate for 
formal advertising could be accomplished only with a danger of built-in obgo. 
lescence. The doctor may have to write a prescription, or the surgeon may have 
to choose between iris scissors made by different manufacturers but he is not 
required to develop for 7,300 medicines and medical products specifications that 
are sufficiently clear and unambiguous, nonrestrictive of competition, and of 
proper legal effect to support formal advertising. Hach day it becomes more 
difficult to prepare specifications which will enable all prospective contractors to 
bid intelligently and which at the same time would enable the military to offer 
its personnel the finest and best medicines and medical equipment. The authority 
to negotiate, and the flexibility of this procurement procedure, is the major tool 
with which military doctors and dentists are provided the most modern and re- 
liable medicines and medical supplies. 

Under formal advertising, a bid offering an item which is an improvement over 
that set out in the specification must be rejected as nonresponsive. The agency 
must decide whether to (1) accept the low bid offering a now obsolete item, or 
(2) cancel the IFB and readvertise with a new specification. The first alterna- 
tive is unacceptable from a professional point of view, the second is not only 
wasteful and time-consuming but all prices bid on the first IFB will have been 
published. If negotiation had been employed, the buyer could merely resolicit all 
the suppliers to see which ones could supply the improved product—thereby ob- 
taining the best item, retaining maximum competition and saving time and 
money. 

In some cases the Surgeons General may determine that only certain designated 
manufacturers’ products meet the essential military and professional require- 
ments of the services. Although there are other manufacturers of an item, in 
the light of experience or extensive evaluations, it has been determined that only 
certain products should be employed. 

There also are the cases where, despite adequate specifications and a number 
of suppliers, there is a history of difficulty in obtaining quality medical items. 
The difficulty arises from strict specification requirements and the fact that some 
of the suppliers are marginal producers who are willing to take a contract for 
a small profit, whereas the manufacturers capable of producing a quality product 
are not so willing.. These marginal manufacturers make proposals which on 
their face appear to meet the specifications. But upon investigation their 
products often deviate from the specifications. Negotiation allows the con- 
tracting officer to better evaluate and investigate the various proposals received, 
and to better assure that the Government will obtain a quality product meeting 
the specific requirement. 

The fact that we are authorized to negotiate for medicines and medical equip- 
ment does not mean that this authority is either exercised to its fullest extent or 
indiscriminately utilized. In fiscal year 1959, 42 percent of the procurement 
actions, and 23 percent of the dollars spent by the Military Medical Supply 
Agency (MMSA) for medicines and medical supplies were by formal advertising. 
Many commercial items are altogether adequate for military requirements, and 
whenever the specifications and the competitive situation is such that formal 
advertising procedures can be safely used in the best interests of the Government, 
they are. But purchasing by negotiation does not mean absence of competition 
where more than one suitable supplier is available. The request for proposals 
is sent to those firms considered capable of supplying the required item or a simi- 
lar item. Every effort is made to obtain the widest possible competition. 
Through competitive negotiations, the Government gets the benefit of maximum 
competition and obtains the medical supplies it needs at minimum cost. 

Discriminating use of negotiation helps assure that the military services are 
given the most modern and finest quality medicines and medical equipment avail- 
able. The American serviceman is entitled to as good medical care as he would 
receive if he were a civilian. Good medical practice requires that he have the 
benefit of the best professional judgment. For example, the majority of surgical 
and dental instruments are of an extremely delicate and sensitive nature and 
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are often hand tooled. Their dimensions are not always as precise as the pur- 

se of the instrument demands and the products of one manufacturer will)in 
one degree or another vary from its competitor’s. Negotiation procedures can 
pest accommodate professional evaluations and preferences in such areas, 


Senator THurRMoND. Now the third question I have is this: 

The Navy uses exception 10 substantially more than the Army, al- 
though somewhat less than the Air Force. A part of the explana- 
tion for this probably is that the Navy’s procurement actions involve 
more money than the Army ones. Beyond this, however, would you 
comment on the extent of the Navy’s use of exception 10 and give us 
some indication of the reasons for its extensive use ? 

Mr. Minne. We will be glad to give you a complete breakdown of 
that, Mr. Chairman. We have one being prepared now. 

(The following information was subsequently furnished :) 


Navy USE OF THE NEGOTIATION AUTHORITY PROVIDED IN 10 U.S.C. 2304(a) (10) 


The following discussion is intended to be responsive to the committee’s re- 
quest for information regarding the Navy’s use of the negotiation authority 
provided in 10 U.S.C. 2304(a) (10), particularly its use compared with that made 
of such authority by the Army and the Air Force. 

At the outset it is important to note that the policy of the Defense Department 
(ASPR 1-301) is to obtain competition to the maximum practicable extent in 
all of its procurement; i.e., in its negotiated procurement as well as that made 
by formal advertising. Although 10 U.S.C. 2304(a) (10) provides authority to 
negotiate “for property or services for which it is impracticable to obtain 
competition,” the Defense Department has interpreted this to mean ‘“* * * im- 
practicable to secure competition by formal advertising” (ASPR 3-210). Ac- 
cordingly, the Navy endeavors to inject as much competition in its exception 
10 procurements as is practicable. 

A recent study showed that over 80 percent of the Navy’s procurement dollars 
were spent under contracts which were awarded after either price or design 
competition was obtained, or, under follow-on contracts for procurements so 
awarded. Furthermore, as a part of this study it was determined that 43 per- 
cent of the procurement dollars being reported by Navy procuring activities as 
having been awarded to a “sole source” were, in fact, awarded after negotiations 
had been conducted with a single source which had been selected as the result 
of design competition. The study covered all “sole source” type procurements 
including those negotiated under exception 10. 

Table 1 shows the relative use of negotiation exception 10 by the three services 
during fiscal year 1959. From this table, the use of exception 10 when expressed 
as percentages of the total advertised and negotiated procurement of each serv- 
ice is as follows: 








Percentages 
Number of | Dollar value 
actions 
= ee 
Pehl CO od ee ere, Ses etre Sol fs 3.1 19.4 
thee sails oink ol celem tna eelntiles.sieeblitehineess 8 8.4 
I Se ee ee ee er | 1.2 17.3 





On this basis it can be concluded that, in terms of both numbers of actions and 
procurement dollars, the Navy uses this negotiation exception more than the 
Army and less than the Air Force. 

In order to facilitate analysis and control of the use being made of exception 
10, procurements made pursuant to this authority are classified and reported by 
the services under 19 subcategories. Statistics for fiscal year 1959 broken 
down in this manner are contained in tables 2 and 38. 
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An examination of table 3 will reveal that 85 percent of the Navy's exception 
10 actions and 89 percent of its exception 10 dollars fall into subcategories (i) 
(xi), and (xv) and “All other.” When we eliminate these 4 categories, g 
pattern of utilization of exception 10 in the remainder of the 19 subcategories 
develops as follows: 


—_—————— 


Number of Value 


actions 
—— 
f dollar: 
I thle NIE Lice sea Sin oa dost lesewe adage 38,164] 1399 
etch binenitinnnepupheapidinieradsasteenuicdvmepebbhaincunehoesendtel 18, 873 276, 350 
thie ene cgeies epeierera ser anenpniecinirepeh<inwetcerpereshb roe 14, 785 188, 304 


While the Navy is in no position to comment on the use of exception 10 by the 
other services, the following is offered in explanation of the Navy’s use of this 
negotiation authority for procurements in subcategories (i), (xi), (xv) and 
“All other” during fiscal year 1959. 

Subcategory (i) (sole source of supply).—In explanation of the Navy’s use of 
subcategory (i), the following facts are submitted : 

Approximately 98 percent of the dollars spent in this subcategory resulted from 
procurement actions under the cognizance of four Navy procuring activities: the 
Bureau of Aeronautics (BUAER), the Bureau of Supplies and Accounts 
(BUSANDA), the Bureau of Ordnance (BUORD), and the Bureau of Ships 
(BUSHIPS). 

The BUAER sole source procurement actions ($153.1 million or 47 percent of 
Navy total), primarily in the area of aircraft changes, improvements or modi- 
cations, were awarded to the aircraft manufacturer who had designed and de- 
veloped the original aircraft. Although these procurement actions were awarded 
as sole source, it must be borne in mind that the original contracts for the air- 
craft were awarded for the most part as a result of design competition between 
the various companies in the aircraft industry. Thus, the actions, although 
reported as sole source, do result from a competitive origin. 

Under BUSANDA, the field purchasing activity reporting the greatest amount 
of sole source procurement for fiscal year 1959 ($85.4 million or 26 percent of 
Navy total) was the Military Petroleum Supply Agency (MPSA), the Defense 
Department’s single manager agency which is responsible for the procurement 
of petroleum products for all three services. This agency is faced with a sole 
source situation existing with respect to (1) plants operating under the Govern- 
ment-sponsored alkylation program, and (2) domestic inteplane (handling of mili- 
tary petroleum product requirements at municipal or private airports under 
existing commercially franchised supply arrangements in effect at such civilian 
installations). Use of this exception 10 subcategory by MPSA will undoubtedly 
diminish somewhat as the need for aviation gasoline from alkylation plants de 
creases in favor of an increased demand for jet fuel. 

BUORD’s sole source procurement for fiscal year 1959 ($49.7 million or 15 per- 
cent of Navy total) was effected in the following areas: (1) modifications of 
existing contracts in order to provide prime contractors with necessary author- 
ity to obtain additional facilities for the production of guided missiles and other 
ordnance equipment, and (2) procurement actions for modifications and improve- 
ments to existing ordnance items which were awarded to the original manufac- 
turers who had designed and developed the items. A large portion of BUORD’s 
sole source procurements involved the POLARIS missile program. 

The highly specialized and peculiar nature of the facilities required to develop 
and produce the most advanced ordnance items makes it mandatory for the Gov- 
ernment to provide many of these facilities. However, the need for such facilities 
is carefully screened and every effort is made to encourage contractors to pur- 
chase even these specialized facilities with their own funds. Availability of ade- 
quate subcontracting capacity is also thoroughly evaluated. 

Usually, as in the case of BUAER, original contracts for advanced ordnance 
items are awarded as the result of design competition. 
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In BUSHIPS, its sole source procurement ($32.5 million or 10 percent of Navy 
total) stems from the same types of actions found in BUAER and BUORD. 
Changes, improvements and alterations to equipment and vessels necessarily will 
frequently be contracted for with the original manufacturer or shipbuilder who 
designed and developed the item. As was the case in both BUAER and BUORD, 
the original awards were often made as a direct result of competition solicited 
and received. 

Subcategory (ai) (commercial transportation).—With respect to procure- 
ments made under subcategory (xi), the Navy’s experience more closely re- 
gembles that of the Air Force in that the Air Force operates the Military Air 
Transportation Service (MATS) while the Navy operates the Military Sea 
Transportation Service (MSTS). MSTS is the single manager agency re- 
sponsible for providing ocean transportation services for all three services. 

In general, the bulk of commercial transport procured under subcategory 
(xi) by the Navy consists of ship chartering. Negotiation of the procure- 
ments for these services is necessary because flexibility is required in chartering 
with respect to the evaluation of offers received. The attainment of the proper 
yessel at the right price requires the consideration of numerous factors af- 
fecting availability, suitability, and price, and certain of these factors cannot 
be anticipated in advance with sufficient accuracy to permit procurement by 
formal advertising. It is the general practice in such procurements, however, 
to solicit proposals from all known ship operators for the movement of both dry 
and wet cargo. Thus, while the contracts are negotiated, solicitation of pro- 
posals is as broad as it would be under formally advertised procurement. 

Subcategory (xv) (replacement parts).—The Navy’s experience in the utiliza- 
tion of this negotiation authority also more closely resembles that of the Air 
Foree in that more than 80 percent of the total dollars spent in procurements 
dassified under this subcategory are for replacement parts for aircraft and 
aircraft engines. The remaining percentage represents procurements for re- 
placement parts for ships. 

It is the policy of the Department of Defense (ASPR 1-318) that parts for re- 
plenishment of stock, repair, or replacement, must be procured so as to insure 
the requisite safe, dependable, and effective operation of the equipment. Where 
it is feasible to do so without impairing this assurance, parts are procured 
on a competitive basis; however, where this assurance can be had only if the 
parts are procured from the original manufacturer of the equipment or his 
supplier, the procurement is restricted accordingly. 

Subcategory “All other’.—The “All other’ subcategory is used by the Navy 
for reporting purposes to accumulate all exception 10 negotiated procurements 
not susceptible of inclusion under any one of the other subcategories. In fiscal 
year 1959, the “All other” subcategory was used primarily by MPSA and re- 
flected the crisis in Lebanon. A very large quantity of aviation gasoline was 
procured during the crisis under the authority of 10 U.S.C. 2304(a) (2) “Public 
exigency”. Subsequently, in order to fill the normal requirements for aviation 
gasoline for the 6 months period at hand, MPSA found it necessary to utilize 
competitive negotiations for the limited amount of product that was then ayail- 
able. The negotiation authority used was exception 10, and the procurements 
were reported under “All other”. 

Although use of the remaining subcategories under exception 10 by the Navy 
was relatively minor, some explanation of certain of these subcategories, use 
of which is not obvious from the titles, may be helpful. Subcategories (ii), 

(iii), (iv), (vi), (viii), (x), (xiii) and “Price fixed by law or regulation” are 
believed to be self-explanatory. In addition, it will be noted from tables 2 and 
8 that 4 of the 19 subcategories were not used at all by the Navy in fiscal 
year 1959. 

Subcategory (v) was used to report negotiated contracts for utility services in 
localities where either there was but a single source of supply or where the 
utility rates were fixed by law or regulation. 

Procurements of technical services under subcategory (vii) are generally con- 
tracts with prime contractors to service highly technical equipments supplied by 
them to the Navy. 
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Procurements under subcategory (ix) consist of cases where the nature or 
extent of damage or repair necessary to such items as engines or specialized 
equipment is unknown and cannot be ascertained until the item has been dis. 
mantiled. 

Any consideration of the relative extent of use of the various negotiation 
authorities—or subcategories under those authorities—by the three services mugt 
reflect a recognition of the fact that classification of many procurement actiong 
necessarily involves judgment. While the justification to negotiate may be 
perfectly sound, the determination as to which subcategory of the exception 
should be utilized may be subject to different interpretations. To illustrate, 
under subcategories (i) and (xv) in table 2, it will be noted that while the 
Air Force reported its facilities contracts under a special subcategory of ex. 
ception 10, the Navy reported its procurements of this type under subcategory 
(i). These situations are subject to constant surveillance by supervisory per. 
sonnel to bring about uniformity of treatment. 

The Armed Services Procurement Regulations (ASPR 3-210.3) provides that 
each contract negotiated under the authority of 10 U.S.C. 2304(a) (10) shall be 
supported by a signed statement by the contracting officer justifying its use. A 
copy of each such statement is furnished to the General Accounting Office with 
a copy of the related contract. In addition, each contract in excess of $50,000 
negotiated under the authority of execption 10, subcategory (xiii) “Inade 
quate specifications,” requires prior approval at a level higher than that of the 
contracting officer. In the Navy this control is exercised by the Office of Naval 
Material. 

The extent of the Navy’s use of negotiation exception 10 over the past 4 years 
is shown below: 











Percent of 
Fiscal year Value total nego- 
tiated dollars 
Thousands 
of dollars 
1, 933, 757 38. 33 
1, 233, 561 21.18 
1, 193, 388 21. 68 
1, 298, 439 21.03 
603, 521 15. 14 








These statistics evidence the Navy’s continuing efforts to reduce the amount 
of negotiation under exception 10 to the maximum extent possible and 
practicable. 






























213 


PROCUREMENT STUDY 


«¢ SUISIPIOAPB [eurloy Aq WoryW4edur0d 9INdeS 0} 9[qGB 














yoBIduay St I GOI 





[M IO} SOJAJosS pus sarTddng,, 03 s10joxy 


i 


















































’ Senseo 





Bist = si i ae ca. seo ) OF 
eS ee es TTGT te Faeroe - poe} BIJOSON 
BREA PR LSASI ARS Be eee ea ee Et “pesiJVAP Vy 
Beene cee “2 Sees Ee kee Bee Lae, be 
ee PRR Ra "secccececanecencee=o°"-B USMUIVA0SE.U] 
See eT ts Loerie thd eee “-==="""@DIMP[IOM [8307 
dadWoONn 
Ot er teen eae aie ee Se eR Soo are Ins ST tse 
Fe BR BS Te ee a SEE Me dear Oe ~~" (OL) (8) P0EZ *O'S'D OL 
«debgece terete degrade nhs mdse Arh fh tly yh se rk tes hoary SGT TOES ~pa7BIVOBON 
ee See ae TEA EE GOTT TE ona Fee ee a ~pesijoA pV 
SSG Tre LP PORE BEE) OF Eee ein Teer eke Scie net eee I9y10 


wen nnn e nen nnn en nnn enn nnnene-- ~"""]B] UOUIUI A 0381} UT 


(SHVT100 dO SGNVSNOHL) ANTIVA LAN 

















L‘6 LbL ‘oSe ‘T 8 'F6 GZ ‘SL ‘I 16 9°86 
1¢ OFT ‘OF ZT 689 “8% s 9°T 
8°26 188 ‘188 ‘I 0°96 tPF ‘908 ‘I 6°96 | 916 ‘6Le ‘Z Z'S6 
ZL 999 ‘LOT 0'F Q8F ‘FL 7 890 ‘IOI 8'F 
0 ‘001 086 ‘088 ‘T 0 ‘001 | $86 ‘O8F ‘Z 0 ‘00T 
Oe a FES ‘FEI Sea =e "| eee <n ern 
renee ine FOF ‘C20 % emeraminiii bo RS paenanse 
8°oL ORL ‘Tes ‘8 L189 OLS ‘P18 ‘F 1°89 $69 ‘b26 'E 9°0L FPO ‘TEE ‘LT 
¥ 61 Liz ‘181 ‘% el 6EF ‘862 ‘T r'8 ZPE ‘ISF 1‘9T 
z°S6 166 ‘SIZ ‘OL 0°78 600 ‘E21 ‘9 ¢ ‘OL | 980 ‘90% ‘F 1°98 
8% EFI ‘FHS 0'8I ¢80 ‘298 ‘T “8% FSP ‘FE ‘T € SI 
0 ‘001 PET ‘9% ‘IT 0°00T $60 ‘ORS ‘2 0 ‘00T 06F “092 ‘¢ 0‘00T 
aie 086 ‘898 SPP eT—“"| CIS TH She-----"| CUE BIG eo 
0°00T PIT ZE9'II$ |---- 77-7 gre ‘1zpZg = j-"-°-- "> | se9‘900'9$ 9 |~-"7777- >> 
qus010g qunoury yu9010g qyunoury qus0leg qunoury quao.19g yunoury 
90104 TV AABN Auly 





6961 4vah pose 


‘sp4pMv J00.4)U09 auiid fiavjyiut paypyobau pun pasysaapv 1]0 07 UOYDIAL U2 (OT) (P)FOSE “O'S'A OF 4apun fiprsoyjny uoynuyobau fo asQ—| @1av J 





s3. 2 Pe #8 
Seg SFs28syrs B8<ssegR =F 





B2Ss3= 


wd od ot 


nd 


int 


Pyare ere. wena “""“"@PIMP[IOM [JOLT 


PROCUREMENT STUDY 


s 
— 
N 





«« BUJSYA9A pW [eULIOJ Aq W0T}1}9d ION O1Ndds 04 B[quoyJoVIdULT ST 47 YOIYAM JOJ SoofAJOs pu soT{ddng,, 04 sidjor (O1)(B) FOZ O'S'A OT 1 

















280 ‘EI GEZ ‘FEI £92 ‘8 08S ‘SLT °6 8 £82 68 
289 ‘T eI $28 ‘Z P10 ‘b Il t IZ 98 
Gere OUR eS Tr 689 ‘FT as < Meee ee eee re wee TSI 
So i ee 090 ‘IIT the Reece Meee ater oe 31Z 
GOS ‘ZL £98 ‘6h G09 ‘EI £16 ‘b2z‘T | S189 Lobe 8hz SIs ‘Or 
Weel |) Peres eres 188 ‘€ ee AB Bi ee ieee It 
Zo ‘Seb SII ‘2 202 ‘801 0S8 ‘ez9 £61 ‘S 88g £96 bes ‘9 
RG ce “""") OST C8 g iii gaat I 9 
8¢2 ‘e¢ ZL ‘E91 Itt 869 ‘LIZ £8 646 ‘% 9 880 ‘E 
$9 CLL ‘VE 9ZI ‘2 ZS6 ‘OF z gg 9ZL £82 
661 ‘zee 226 ‘TE 216 ‘61 £60 ‘$88 209 ‘T Ite 612 Le '% 
989 ‘IT 182 ‘¢ $86 ‘T 096 ‘9T Te 02 ge 681 
SLE ‘SEZ OFS ‘Ez S61 ‘IS IIT ‘org £r9 628 998 gee ‘T 
£0¢ OFS ‘6 £66 ‘8 Z¥8 ‘8 or 98 08 921 
628 ‘Sz 191 162 ‘91 Lee ‘tb 66 ¥ 98g 689 ‘T 
est— Tes ‘¢ $90 ‘T fbr ‘9 i 16 8% cel 
€8I ‘fe 21 ‘9 Leet ZSL ‘SI 98 lzI 16 org 
OFL ‘CT 99¢ ‘61 022 ‘ Z8¢ ‘ge raat zel 9L ore 
28> ‘08 808 ‘8zE £10 ‘EST £08 ‘T9¢ C86 982 % 82F ‘T 669 ‘F 
L8I ‘SIT Z 908 ‘ISZ‘T | O90 ‘OFF £60 ‘8088 | 99T ‘ZT 98% ‘OT 922 ‘¢ 828 ‘Ze 
620 ‘TL £89 ‘oF 262 ‘Th 646 ‘8ST PL6 ‘8% £02 ‘81 Z19 ‘ST 682 ‘Lg 
TIZ ‘281 ‘2S | 6Eb ‘86z ‘I$ | zHE ‘ISHS 266 ‘996 ‘E$ | OFT ‘OF 689 ‘2% 8E8 ‘02 £99 ‘06 
e104 IV AACN Auiy 1810. 00104 ITV AABN Auly 1830, 
(Sre][Op JO Spuvsnoy}) en[ea JON Jequin Ny 




















1696] 4vah poosyf 


--"10430 ITV 
~--"-""OTJBINZel JO MBI Aq pexy dig 
SpA Smee EE He CNP eee aR eS Sr OR RnS ne eeeNas Jeonpoid T yITM Jonpoid peytyen 
“""""--Tx ‘00S ‘YdSV Ul peuygep sjovsquoo AypIoey 
ere queudinbe peussep A[Tejoeds Joj sjied quoweor[dey 

oa ~---“spooz pfoyesnoy jo a5v101g 








[AOS 
“SJ01.1IR9 UOUIUIOD Aq peJ9A0d Jou SeyNod Aq UOTIVIJOdsuB.y [BIOJOUIUIO(Y 
g sae 3 MB] Aq poqtioseid O18 SeyeVd UBM ‘Sdod]AJ9S [B 





UI19} ‘ZUTIOPOANIS 
10 9OUBUOFUTB IY 
~-“--"“queUIdO[aAVp PUB YOJvESel ZUIpNOXe ‘SAVAINS JO SeIpNig 
peas quoudinbe [eoyuyoe} A[YSTY 410J VOTAJOS [BOTUYOE J, 





“=="="=="N9ATI001 PIG GATSUOdSEl ON 
a i am a i a a i a SpysLIAdOo ‘siya Quew 
eer er eee aee er Seanyeeen aaa Ajddns Jo 901nos ajog 


ee ee ee ee 1810} ‘o10Uur 10 OOO‘OI$ JO SUOTIOV 
ee en eee ee 000‘01$ UBYY SSE JO SUOTJOYV 


eee ne ee ee eet 18304 ‘(01)(®) F0E% O'S" OT 


(AX) 
(ATX) 
(TTX) 
(TEX) 
(1X) 
(X) 
(x1) 














SOOUBISUINIIJO WOT}BIIOF0 NI 








‘uoynyobau fo sounjsunss9 fig ‘(OT) (0) 4084 ‘O'S'A OF 24 4epun poywyobau spanmn yovujuoo aursd favjyjvu fo anpoa au pun saquny—zZ a1av J, 


oe 
| 
NX 


PROCUREMENT STUDY 





*yua010d GO’) UbY4 SSeT ¢ 
¢¢ BUISTLIOAP® [VULIO] Aq U07}]}OdTI09 8.1NdOS 0} 9[QBOTJOBIAUTT ST 4] YOIM JO} SeOTAJOS pus sor[ddng,, 04 S19jol (OT) (8) HOES "O'S Ot 








9° 66 L‘8 es 9° 0% +9 a a ee ee ee ee ee ae Oks ae Sat ee eee ee et “---"J9y10 ITV 
1: (z) ¢° 2 (c) (z) rT Seek ee te See eee ed Ie See eats ee : eee aes UO}}BINFeI JO MB Aq pexY dIIg 
Le ee SS oT lS ° SPSS hi a sk OT Oe Soe CS a “PF Ate Pek ae ne, Joonpold [ ITA Jonpoid payipenh 
Ce <—- ee Le ee ae 6% a ae he! ae ee oS = Ss Se ee ae ee, Oe IILX *9°S WAS V Ul peuyoep 4ovsquos AyiTOe 
6 ¢ 6E Te 6 ZE L‘6& 0 ‘ee 8 °F oe <a oe ee ae ee ee ee jusurdinbe peusztsep AlTepoeds 103 sjavd yueulsov,dey (Ax) 
Zo nett etree [ores eeee=- I Too Reman seseein-es-20--= Be gaa 8 es seen nae one BRA eN Face aa= ten ae ~senennmmn===—=—==-8H008 PlOYIsSNoY JO VsViojg (ATX) 
b €% 8'1 9 'b% ae) | £08 Le FST Ca. «1... 37 2 ee ee eek ~""SpIq JO UOTIBIJOT[OS yyUIJed 04 ayenbepeul suopwoyoodsE (I]Tx) 
ge Fw (¢) (z) (c) a a ay ae (s) Gee. es eee ae eed ee en ees Oe -- Q0Ud4STS(NS I[qVYs}ied 0} poyeal SeopAsog (TTX) 
GZ Tet (2) L’s ¢* 1 8% 3 ee Gas oe Fe SIOLLIVI UOMIUIOD Aq, PoTOABT} OU SseynoI Aq UOTZBIIOdSUBIY [VJOIBUIMIOD (TX) 
(2) 0% o¢ ZT (2) g° 6ST oe oe “tas = otis to ee MBL AQ Poqtoseid a1v SoYB1 GIOWA ‘SOOTAIOS [BUTULIO} ‘SupIOpaAayg (xX) 
LSI 9% ct TOL +6 ee e¢ ay to re ee UMOUYUN S} YIOM JO JUNOUIC YOVXE DIJO M ‘aBdel 10 <OUBUO;UTeYY (XT) 
9° of oe ¢° £° Zz £* Sant Th oo ae ee Pee ee oe ae JUSUIdOTPAep PUB YoIvEse.. ZUIpNpoxs ‘sAGAINs JO SeTpNyg (TTA) 
T'1t 6'T 9'IT I'8 | Z¢ 0°L ae SOS ee a et Gn eae ae = ee ee ~-queurdinbe feoruyae; ATYSIY 10j seoyAres Teoyuyooy, (114) 
(2) ¢’ 6" Z° t* 8° 9° ne ee eet eee eee ee ee suoTjonpoid smyold UoTJOUL ‘uITYy Suyayery, (TA) 
ZT (c) Le IT ¢’¢ (c) ZI Bee. ce ee ear tenes star” SE ar Be a at eee ei ae oe ‘ sen (A) 
(2) * €° a 29 6° ¢° Pe Beers bk a a eee ee S}USMIEITN Ha! 9ATZVIPULNDH J9OAOD JOU Op pPeAzeoe. SPIgq. (AT) 
ail OT r* g° ZT 6°T eh ee ee ee ee eae a aa ee ee ee ee oe oe tek ““peaToool PIq VATSUOdsSal ON (ITT) 
L° 9'T 8° OT a £1 eT Ae Soe ae a oe ee ee, ee ee ee eee ~-~-syyspIAdoo ‘szyStI 4ueyeg (11) 
8°e & 9% 8 FE 8 FI Z’¢ 8 ‘IZ 8°12 eee: Pla te, ee ae ee ee ee ee ee a ee ee Ajddns Jo 90.1nos a]0g (1) 
0°00L 0 ‘001 0 ‘001 0 00T 0 °00T 0 00T 0 ‘001 Se. ee eee ae NS ee ee ee ee [¥30} ‘910UL 10 000‘OT$ JO SUOTIOY 














Aury [R10,L 





eo10g aty | AABN Aurry 











GOUBISUINDITO WOT}BI4OFO NT 





On[Ba JON zoquinNn 








696] svah yoosyf “uounyobau fo aaunjsunoita 
fig ‘(01) (©) 708% ‘O'S'A OF 4epun pazyoyobau spavmn yovuquod awmiid funjyiu fo anjoa au pun saqunu ay) fo uoyngiysip abpjuaiag— AAV J, 





216 PROCUREMENT STUDY 


Senator Tuurmonp. The fourth question: Both the Comptroller 
General and the Chairman of the Renegotiation Board have com. 
mented on the hazards involved in the use of incentive-type contracts, 
Since 11.6 percent of all Navy contracts of $10,000 or more appear to 
be of the incentive type, would you give us your views on the effec. 
tiveness of this type of contract, and the alternatives to the use of this 
type ? 

Mr. Mixne. Yes, we will be glad to give you that for the record. 
We can give you some details on that, Mr. Chairman. 

But we feel very strongly that we need the incentive contract as q 
tool. There are many situations where a fixed-price contract cannot 
be set up without the contractor providing so many contingencies in 
order to protect himself that in the event that these contingencies don't 
materialize, he can make a very substantial profit. 

By bringing this out in the open, and using the incentive-type con- 
tract, we get the advantages of his desire to make more money for him- 
self, which is perfectly natural. But he only shares in the savings, 
usually on the basis he gets 20 percent, we get 80 percent—sometimes 
it is 25 percent and 75 percent. 

Now I think the danger in the minds of the Renegotation Board and 
the General Accounting Office is that the original target price may be 
set too high. And one must admit in candor that that can happen. 

But, as I outlined in my statement here, and as we have reviewed 
these 47 incentive-type contracts, of which we will supply you the 
details, I don’t think that that is basically the case, because in a ver 
high percentage of these cases, in practically none of them did he 
overrun the target cost. 

People say, well, the contractor shares in the savings. Another 
phase that is lost sight of—he also loses if he overruns the target 
rice. He can reach a point where he makes no profit at all, and 
ae to complete the contract, even though at a loss to himself. 

For example—and this, I think, perhaps might be off the record, 
because it involves a company, but it illustrates my point. 

(Discussion off the record.) 

Mr. Mitne (continuing). This incentive contract is not a one-way 
street. It doesn’t work just to the advantage of the contractor. It 
can work to his disadvantage, if he doesn’t meet his target cost. 

Now, as I said earlier, we will be happy to supply a complete analysis 
of these 47 situations, which I think will be useful for your record, 
Mr. Chairman. 

Senator THurmMonpb. Thank you. 

(The information subsequently furnished is as follows:) 





SAVINGS ACHIEVED THROUGH APPROPRIATE USE OF INCENTIVE-TYPE CONTRACTS 


It is the objective of the Department of Defense to procure the most advanced 
weapons in the least practicable time and at the lowest ultimate price to the 
Government. The proper use of an incentive-type contract contributes ma- 
terially to this objective. 

The type of contract which provides a contractor with the greatest incentive 
to reduce costs is the firm fixed-price contract, because here all savings resulting 
from cost reductions accrue solely to the contractor and serve to increase his 
profit. The incentive-type contract is closest to the firm fixed-price contract 
in the potential strength of its dollar-profit incentive for reducing costs, which 
reductions are, however, shared with the Government. 

The type work for which incentive contracts is suitable almost invariably 
concerns major defense items which (1) have been developed as the result 
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of design competition, (2) have not been produced previously in such quantities 
gs would permit the use of experienced costs adequate to make an award on 
a firm fixed-price basis but about which sufficient information is available to 
permit the establishment of reasonably ‘accurate target costs, and (3) are of 
such magnitude that savings are expected to be accomplished through the ener- 
getic application of the best management and production techniques over an 
extended period of contract performance. 

The incentive contract provides all of the desirable features of good procure- 
ment designed to insure the lowest ultimate cost to the Government. It pro- 
yides a positive, clear-cut incentive to reduce costs in accordance with a con- 
tractual agreement known to the contractor in advance of performance. Risk 
of profit reduction or actual loss, as well as increased profit through cost 
reduction, is established. As the result of these incentives, specifically set 
forth in the contract, every practicable effort is made by the contractor to con- 
serve manpower and materials and to exert downward pressure on subcontract 
prices, material prices, and wage rates. 

The difficulties in establishing fair and reasonable prices in incentive type 
contracts are precisely the same as those encountered in negotiating any type 
of contract requiring the performance of relatively new and complex work. 
Contracting personnel must carefully analyze estimated costs and proposed 
prices to learn all pertinent facts and to negotiate upon the basis of costs which 
the prospective contractor should experience during performance if he operated 
with reasonable economy and efficiency. In any type contract, from a straight 
fixed-price type through the cost-plus-fixed-fee type, the establishment of fair 
and reasonable prices and costs is essential if the Government is to benefit and 
the contractor is not to realize “windfall profits” accruing because of inflated 
estimates. 

The incentive type contract is one of many types of available contractual 
arrangements. It is used only when the nature of the procurement indicates 
its advantage to the Government and a determination is made that its use is 
likely to result in less cost to the Government. Formal determinations to use 
incentive type contracts are made and reviewed by responsible and competent 
supervisory procurement personnel. The Department of Defense is convinced 
that its employment of incentive contracts has resulted in substantial savings 
to the Government. In order to evaluate the savings generated by incentive 
contracts, it is essential that a comparison be made, not only between the target 
and final prices paid under these contracts, but also between the prices paid 
under the incentive contracts and those prices which probably would have been 
paid if other than incentive contracts had been used. 

To illustrate the foregoing, let us examine a particular procurement recently 
made by the Navy, the procurement of an aircraft, for which it was determined 
to employ an incentive contract. The company with which negotiations were 
held had been chosen originally through design competition, had developed the 
aircraft, and, at the time of this procurement, was the only company capable of 
building the aircraft within the time required. There had been no extensive 
manufacturing experience, changes in the aircraft had occurred, and, although 
contingencies could be reasonably identified, in fairness to the contractor, they 
could not be eliminated. 

Let us examine the four types of contracts which the contract negotiator con- 
sidered at the time of this negotiation and, with reasonable assumptions, com- 
pare prices which probably would have been negotiated and profits which 
probably would have been realized had each been employed. 

First, let us consider the pricing arrangement actually negotiated under a 
fized-price incentive contract, which in this instance was the type finally decided 
upon. As a result of very thorough negotiations, fully supported by the advice 
of audit, technical and legal specialists, an incentive contract providing for the 
following pricing pattern was agreed to: 


I Sa a i ne Ok Be a SE ee $32, 986, 000. 
Beeb promt (0.6 percent) secs ese ee a es seb absieaile _ $3, 183, 670. 
. a Tae wreonts ) Government. 
Share in savings below target cost___.________________ percent {32 aconhmnehany 
Profit penalty on costs exceeding target cost._....._..._- do__.. 25 contractor. 
Ceiling price (120 percent of cost) ---------------_--_--_-_------ $39, 583, 200. 


The contractor initially proposed a target price of $37.4 million. As indicated 
above this figure was reduced through negotiation by $1.3 million to $36.1 million 
(target cost $32,986,000 + target profit $3,133,670 = target price $36,119,670). 
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In establishing the target cost of the contract, bills of material, scrap factors 
and extent of rejects were carefully analyzed by technical personnel. Labor 
hours and rates were scrutinized in the light of past experience and reasonable 
projections. Expected learning experience, so called “learning curves,” were 
applied and the negotiator was assisted in their application by specialists in 
this field. Overhead rates were audited and projected on the basis of antici- 
pated business volume. Items such as interest, advertising, contributions, and 
donations were eliminated in setting the target cost. (As a matter of fact, 
in negotiating the final cost, approximately $1 million of audited costs actually 
incurred by the contractor were eliminated as not being properly allowable to 
this contract.) 

Every reasonable effort was made to develop a target cost which was “tight” 
and accurate. Contingencies were placed above the target and a penalty provided 
in the event they were incurred. 

Upon completion of this contract, negotiations resulted in the following: 


Negotiated final cost (based upon independent Government audit 
and, as indicated above, the elimination of costs incurred, but not 








considered allocable to the contract) ~------_-----------------~- $31, 171, 770 
Reduction below target cost: 
cred eeictneeerpaatt pnenineteeesieon ania RO gaa eee ase gome ie sant oes 32, 986, 000 
a ak EL PAE RES 2 ERT EL 31, 171, 770 
ae igs castes icibetieceab eres nares pena eee est 1, 814, 230 
Share in reduction below target cost: 
eens anne rer el uot A sd 453, 557 
I I i sinh ancecnlabinsem enc oreren chicos 1, 360, 678 
Total profit to contractor: 
Se hs eee eel Nah oe cates alee ose et 3, 133, 670 


Serer ean ee enerrnntae ns et See a eet 453, 557 


Total profit earned by the contractor is equivalent to 11.5 per- 
GEN, OF Tel Mesorinwea Whats. 8, 587, 227 


Now, let us assume that this procurement had been made utilizing a firm fived- 
price contract. The contractor probably would have attempted to negotiate a 
firm fixed-price of approximately $39 million in order to cover adequately known 
costs and costs which might occur but which could not be positively forecast or 
evaluated, plus an increased profit to reflect the additional risks inherent in a 
firm fixed-price contract. In our example, the contract negotiator believed that 
many of the contingencies for which the contractor wished to provide would not 
necessarily occur, and consequently that the contractor’s fixed-price proposal was 
too high. Furthermore, the negotiator did not feel that the contractor’s proposal 
adequately reflected the cost reductions possible through his exercise of ingenuity 
and production efficiencies. Instead of $39 million, he believed that a more fair 
and reasonable price would be in the neighborhood of $36 million ($33 million 
costs, plus $3 million profit). 

Although a target cost of approximately $33 million and a target profit of 
approximately $3 million were in fact negotiated under the incentive-type con- 
tract, this arrangement would not have been accepted by the contractor on a 
fixed-price basis without protection against reasonable contingencies. If a firm 
fixed price had been negotiated, it undoubtedly would have been at a figure 
eonsiderably above the target price and possibly as much as the ceiling. 

If it is assumed that a fixed price would have been negotiated approximately 
at the ceiling price ($39,583,200), the contractor’s profit would have been approxi- 
mately $7,800,000 ($39 million less the negotiated final cost of $31,171,770) or 
approximately 25 percent of the final negotiated cost. The Government would 
have paid over $5 million more than it in fact did under the incentive contract 
and would not have shared in any cost reductions realized under that contract. 

Let us assume, only for purposes of illustration, that a firm fixed-price contract 
could have been negotiated at the same amount as the target price, $36,119,670. 
(Normally this would not be possible because the contractor would not forgo the 
inclusion of reasonable contingencies without which he could easily suffer very 
serious and in some instances irreparable losses.) Under this assumption the 
contractor would have realized a profit of $4,947,900, equivalent to approximately 
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16 percent of the negotiated final cost, and the Government would not have 
ticipated in any of the cost reductions achieved under the contract. 

Obviously the Government benefited much more under the incentive contract 
than it would have under a firm fixed-price contract. 

Further, let us consider what would have been the probable results had this 
contract been awarded on a fiwed-price redeterminable contract basis. Since 
there would be no change in the requirement to include contingencies in his pro- 

], and since he would not be the sole beneficiary of all savings realized from 
inception of the contract, the contractor would negotiate on the basis of a con- 
tract price ceiling at least equal to the ceiling figure of $39,583,200 negotiated un- 
der the incentive contract; in fact, he would probably attempt to negotiate an 
even higher ceiling since his profit potential would be impaired because of the 
contractual instrument used ; i.e., a firm fixed price would not be fixed until some 
later time—probably at a point where 30-40 percent of anticipated contract 
costs had been incurred, at which time profit would then be fixed on the basis of 
costs actually incurred and estimated costs to be incurred. There would be no 
incentive to reduce costs prior to redetermination except as would be necessary 
to retain a cost progression within the contract ceiling. Because there would 
be no initial profit sharing formula to motivate the contractor to more economical 
performance prior to redetermination, and since his profit rate would be based 
upon costs incurred and to be incurred, the highest potential profit could be 
obtained by his incurring costs within but near or at the ceiling. Unless the 
ceiling of the contract were a very tight one—and this would be difficult to 
achieve because of the nature of the item being procured—there is little or no 
incentive for the contractor to reduce costs during the early stages of contract 
performance. However, once the price was fixed, total savings from that point 
on accrue to the sole benefit of the contractor; he would then commence maxi- 
mum cost reduction efforts, but the Government, except with regard to follow- 
on contracts, would not benefit therefrom. Therefore, as in the case of the firm 
fixed-price contract, the use of a redeterminable fixed-price contract was de 
termined not to be in the best interests of the Government in this instance. 

Lastly, let us consider what would have been the probable results had this 
procurement been effected under a cost-plus-fired-fee (CPFF') type contract. 
Here the contractor’s fee would be fixed but there would be no fixed ceiling 
on costs to be borne by the Government. Thus, the ultimate cost to the Gov- 
ernment could not be determined until completion of the contract, and there 
would be little or no incentive for the contractor to reduce or even to control 
his costs. In the absence of financial risk, engineering perfection would be 
sought with little regard for cost. Production efficiencies and economies would 
be relatively minor objectives. It is logical and reasonable to assume that 
under these circumstances, the ultimate price to the Government would prob- 
ably be much in excess of that paid under either a firm fixed-price contract or 
a redeterminable fixed-price contract. Certainly, the CPFF type contract in 
this instance would be the least desirable of the four from the Government’s 
point of view. It is generally recognized that the use of a CPFF contract 
should be restricted to procurement situations where costs can be estimated 
only and where the end result of contract performance cannot be guaranteed, 
such as in procurements of research and development. 

From the above, it is obvious that in our illustrative example, it was much 
to the advantage of the Government to negotiate an incentive contract rather 
than a firm fixed-price contract, a redeterminable fixed-price contract or a CPFF 
contract. 

Under the incentive contract a price ceiling was obtained comparable to the 
amount which might have been negotiated as a firm fixed price. By negotiating 
a lower target cost and requiring the contractor to absorb a 25-percent penalty 
share of any costs incurred above the target, increased contractor risk was 
established. By providing a 25-percent sharing by the contractor in cost reduc- 
tions below the target, the contractor was given a monetary incentive to do his 
best. And by establishing the incentive formula at the outset, the contractor 
and the Government knew where they stood from the very beginning of contract 
performance. 

Indeed, it could be and was determined properly in this instance that an in- 
centive contract was likely to be less costly than any other type of contractual 
agreement. 

Procurement of this aircraft is typical of our practical use of incentive type 
contracts. It clearly illustrates the extent of analysis and care with which we 
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determine that type of contract which will produce the most economical results 
for the Government. 

During the presentation by the Navy before this committee, reference wag 
made to a study of 47 fixed-price incentive contracts which provided evidence 
of savings achieved by the use of this procurement technique. These 47 eop- 
tracts included all Navy fixed-price incentive contracts for aircraft and missiles 
for which final prices were determined during the 3-year period ending December 
31, 1959. It was pointed out that, through the operation of the incentive profit 
patterns of these 47 contracts, contractors reduced their costs $67,647,000 below 
the negotiated target costs, which totaled $2,534,521,000. As a consequence these 
contractors received increased profits in an amount of $19 million (increasing 
their profit rate from 8.8 percent to 9.8 percent), and the Government benefited 
through a net reduction in contract prices in an amount of $48,652,000. 

The ceiling prices negotiated for the Navy’s 47 contracts totaled $3,144,487,000, 
Final prices were determined to be $2,708,530,000. Consequently, it is considered 
that the marimum savings which might have accrued to the Government by 
virtue of use of this type of contract amounted to $435,857,000. This is based 
upon the assumption that had firm fixed-price contracts been negotiated, con- 
tractors in most instances would have been willing to accept such contracts only 
on the basis of the target price. Under these circumstances, the contractors 
would have realized profits of $677,613,000 (27.5 percent) instead of $241,656,000 
(9.8 percent), or a total of $435,857,000 (180.4 percent) more in profits. 

Notwithstanding the fact that firm fixed-price contracts could not have been 
negotiated at the target prices, let us assume for purposes of illustration that 
they could have been. Under these circumstances, using the 47 Navy cases as 
a base, profits to the contractors would have amounted to $290,308,000 (11.8 
percent of actual costs), which is $48,652,000 more than was actually paid by 
the Government to the contractors under the incentive arrangements. Whereas 
under the incentive contracts $48,652,000 were refunded to the Government as 
its share of cost reductions, had the contracts been firm fixed price, there would 
have been no refunds to the Government. This is believed to be conclusive 
procf that the determinations to use incentive contracts in these instances were 
proper and that the use of such contracts did in fact result in less cost to the 
Government than would have been the case under any other type contract. 

With further regard to these 47 incentive contracts, it is important to note 
that the average final cost negotiated was only 2.7 percent below the target 
cost initially negotiated. This proves that the average targets negotiated were 
as accurate as could be reasonably expected, especially when it is realized that 
the contracts’ incentive provisions act to encourage the contractors to exert 
their maximum efforts to wndercut their targets by as much as possible. 

The average target profit rate was 8.8 percent and the final profit rate was 
9.8 percent under the Navy’s 47 fixed-price incentive contracts. When this is 
compared with the 18.3 percent average profit rate reported by Mr. Coggeshall 
for firm fixed-price contracts, it must be concluded that the target and final 
profit rates under these incentive contracts are indeed reasonable. Of even 
greater importance to the Navy in the long run, all efficiencies and economies 
which have been achieved under these incentive contracts will now accrue to 
the benefit of any contracts which may follow for the same or similar items. 


Senator Tuurmonp. Now, the next question : 

Is there available within your Department any statistical compari- 
son of costs, prices, and profits under different types of contractual 
arrangements ? 

By this, I mean have you compared costs, prices, and profits under 
fixed-price contracts with costs, prices, and profits under other types 
of contracts, such as incentive, redeterminable, or cost reimbursement 
types? 

Mr. Mitne. We are just. completing such a study, and we will be 
glad to provide it for the record, Mr. Chairman. 

(The document referred to is as follows :) 
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Navy Cost, Price, AND Prorir EXPERIENCE UNDER DIFFERENT TYPES OF CONTRACTS: 


The following discussion is intended to be responsive to the committee’s re- 
quest for any statistical comparison which the Navy might have available of 
costs, prices, and profits under different types of contractual arrangements. 

At the outset, it must be understood that it is not possible to make exact com- 
parisons of costs, prices, and profits under alternative contract arrangements. 
One reason for this is that each type of contract has been developed for primary 
use in quite different types of procurement situation. It is therefore rarely 
possible to observe the operation of different kinds of contracts under essentially 
the same procurement conditions. For example, in the development cycle of an 
item, a cost-type contract would generally be employed during its research and 
development stage; when the item was fully developed, operational, and being 
procured in production quantities, a firm fixed-price contract would normally be 
used; and, in between these two limits, the fixed-price incentive or the fixed- 
price redeterminable-type contract would be employed, depending upon the cir- 
cumstances of the particular purchase. 

A second reason why it is impossible to make exact comparisons of pricing 
experience under different types of contracts is that no two procurements are 
exactly alike, and in any one specific procurement only one type of contract is 
actually used. What the final pricing results might have been had another type 
of contract been employed is, at best, largely speculation. 

Selection of the type of contract to be uSed in a particular procurement is con- 
sidered during the negotiations conducted with each offeror. In some instances 
where there is a question as to which type of contract might be most appropriate, 
quotations on alternative bases may be requesed from suppliers. The final selec- 
tion of contract type is made as a matter of judgment by the procurement team 
responsible for effecting the specific procurement, based upon the bilateral nego- 
tiations with the proposed contractor and subject, in the case of all major pro- 
curements, to approval by higher procurement review authority. 

With the foregoing general limitations in mind, and subject further to certain 
specific limitations inherent in particular types of contracts as hereinafter noted, 
the following is submitted. 

The four principal types of contracts used by the Navy are (1) the firm fixed- 
price type, (2) the cost-plus-fixed-fee type, (3) the fixed-price incentive type, and 
(4) the fixed-price redeterminable type. 

Firm fixed-price contracts.—Very little information of a general statistical 
nature is available with respect to the final cost, price, and profit results of 
firm fixed-price contracts. This is because such contracts are ordinarily not sub- 
ject to audit by Defense Department auditors at the time of their completion. 
Occasionally, by special agreement, some contractors provide access to their 
books and records and so permit a determination to be made as to what their final 
costs and profits were in particular instances. Some data on final profits under 
this type contract have been provided the committee by the Renegotiation Board; 
however, here it must be realized that the Board’s statistics in this testimony 
were based upon a special sudy covering 98 renegotiation actions which resulted 
in the largest refunds since the Board was established some 9 years ago. Final 
profits under the firm fixed-price contracts reviewed by the Board averaged 18.3 
percent of sales, before taxes and renegotiation. 

With regard to the Navy’s profit objectives under firm fixed-price contracts, 
two points warrant special mention. First, where sufficient competition is 
present, awards are generally made on the basis of the lowest total price offered. 
This, of course, is true of all formally advertised procurements. In addition, 
where negotiated procurements are highly competitive, award is occasionally 
made also on the basis of lowest total price offered without further negotiation. 

Second—and this is characteristic of the majority of the Navy’s larger ne- 
gotiated procurements—detailed cost breakdowns of proposed prices are avail- 
able and our negotiators negotiate objective profit rates ranging usually from 
7 to 12 percent, depending upon the attendant circumstances. These latter in- 
elude factors such as the type of contract to be used, the extent of the contrac- 
tor’s risk, the type of material being procured, the extent of subcontracting 
planned, and the amount of Government assistance intended in the way of facili- 








222 PROCUREMENT STUDY 


ties, materials, etc. In some instances, contractors have sustained significant 
losses under firm fixed-price-type contracts, and in still other cases the negotiate 
profit objectives have been exceeded. 

Cost-plus-fived-fee contracts.—No recent navywide studies have been conducted 
on the final cost and fee relationships under cost-plus-fixed-fee (CPFF) contracts, 
Both cost overruns and cost underruns are experienced under this form of cop. 
tract. With respect to objective or target fees, contractors’ fees under pro. 
duction contracts are generally negotiated in the range of 5 to 7 percent, and 
under research and development contracts they are negotiated in the range of 
7 to10 percent. Such fees are well within the limitations imposed by statute for 
this type contract. All cost outlays by contractors under CPFF contracts are 
subject to audit by Government audit activities. Costs not accepted by the 
auditor must either be absorbed by the contractor or subjected to appeal. I¢ 
absorbed, they reduce the fee earned. Such disallowances average approximately 
1 percent and in some instances may range as high as 3 percent of costs under 
this type contract. These disallowances do not include items of cost for which 
the contractor does not request reimbursement, since he is aware that they are 
unallowable in accordance with the cost principles set forth in the Armed Services 
Procurement Regulation. 

Fized-price incentive contracts.—The Navy has recently completed a study of 
its pricing experience under 47 fixed-price incentive contracts. These 47 cop- 
tracts included all such contracts used for the procurement of aircraft and mis- 
Siles, the final prices for which were determined during the 3-year period ending 
December 31, 1959. The results of this study are contained in tab A. Briefly, 
they show that through the operation of the incentive formulas of these contracts, 
the contractors reduced costs $67,647,000 below the initially negotiated target 
costs. Asa consequence, they received increased profits amounting to $19 million 
(increasing their final profit rates to an average 9.8 percent from the initially 
negotiated average target profit rate of 8.8 percent), while the Government 
benefited by a net reduction in contract prices in the amount of $48,652,000. This 
reflects an average sharing in cost reductions of approximately 28 percent to the 
contractors and 72 percent to the Government. The price advantages obtained 
by the Government through the employment of incentive-type contracts in these 
47 procurements have been discussed in considerable detail elsewhere in the 
testimony. 

Fixed-price redeterminable contracts.—The Navy has also recently completed 
a study of all its major fixed-price redeterminable contracts priced out during the 
2-year period ending June 30, 1959. The results of this study are contained in 
tab B. Briefly, they reveal that at the time of redetermination contract prices 
were reduced from $360 million to $339 million, or a total reduction of $21 mil- 
lion. The average downward contract price adjustment was 5.8 percent. At 
the same time the contractor’s profits were reduced $7 million, from $34 million 
to $27 million. The contractors’ average profit rate negotiated at the time of 
price redetermination was approximately 8.1 percent. 


Tan A.—Summary of Navy pricing experience under all fixed-price incentive 
contracts for aircraft and guided missiles finalized during the 3-year period 
ending Dec. 31, 1959 
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Tas B.—Summary of Navy pricing experience under all fixed-price redetermi- 
nable contracts over $1 million redetermined during fiscal year 1958 and fiscal 
year 1959 


Initial negotiated total price (including profit) .._-____.____---_- $360, 280, 592 
Redetermined total price (including profit) _--__--_-_-____-_----___ 839, 375, 605 

Downward adjustment in total price (including profit)_.__.. 20, 904, 987 
Pemewolieted . Oecti VO: DEON G ss oi eh tenn 34, 537, 333 
I SI a Aiea chan ts onieteeeneipinem dsm nts entontetenencese miegdbiiesielitcanin 27, 529, 686 

Downward adjustment in profit... 5. 2k 7, 007, 647 
IDEN BOD TUNG nc carersseanaeneininenaoentspiooes percent__ 9.6 
ne (MOONEE, RTS ad. eeeanieniniaeenareenaidiie BOs: 8.1 


Notr.—All prices have been adjusted to reflect changes in the starting prices caused by 
changes in specifications and amendments. 


Senator THurmonp. Now, the next question is this: 

Do your regulations governing incentive contracts prescribe the 
maximum amount of any reduction below the target cost that may 
be shared by the contractor ? 

By this I mean: Is the contractor’s share of any cost, overruns lim- 
ited to a fixed percentage such as 15 to 25 percent ? 

Mr. Mine. I will ask Mr. Jones to reply to that. 

Mr. Jones. Mr. Chairman, if the contractor exceeds the target, he 
usually is penalized by the same percentage of cost by which he bene- 
fits if costs are less than target. If his costs exceed the ceiling he must 
bear all the loss. Generally we do not have a point below which the 
contractor cannot share in the cost reductions. And the profit or 
the pattern which we use—that is, percentage of share—fluctuates de- 
pending upon the nature of the target, and, let’s say, the tightness of 
the target. 

If the target is very tight, he may share to a greater extent than if 
we feel for some reason we have not been able to make it quite as 
accurate as we would like to. 

Senator THurMoND. On page 9 of your testimony, Mr. Secretary, 
the second sentence, you stated that: 

A recent study made by us indicates that contracts involving over 80 percent 
of our fiscal year 1959 procurement dollars were awarded after price or design 
competition, or as followon procurement to contracts so awarded. 

Now, of the 80 percent covering the contracts awarded after price 
and design competition, or followon procurement to contracts 
awarded, what percent would fall in each category ? 

Mr. Mixne. I have it here. 

We will be glad to provide this chart for the record, Mr. Chairman. 
But of the 80 percent, 19 percent were advertised procurement, 3 per- 
cent were small purchases—that would be under $2,500; 16 percent, 
were negotiated competitively and 43 percent were negotiated with 
one source after design competition. In other words, we asked five 
companies to submit their proposals to design a new project. Those 
have to be carefully evaluated. Their estimate and our estimate of 
what an airplane will cost naturally enter into the equation. But 
also, perhaps even more important, is the performance that, has to be 
evaluated. 

Senator Tuurmonp. In a case like that, you naturally put the per- 
formance or the design ahead of the price? 
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Mr. Mine. Right. But there is competition. And after that has 
been carefully evaluated, then we call in the selected contractor and 
negotiate with him for the preliminary development work, prototypes 

naso on. 

' Senator THurRMonD. Do you feel the Navy is taking every step pos- 
sible to save the Government every dollar possible in the matter of 
procurement ? 

Mr. Mine. I do, sir. 

Senator THurMonD. Do you know of any instances of any favored 
contractors that have dealt with the Navy? 

Mr. Mixing. I have seen no evidence of favoritism. In fact, I have 
been extremely impressed during the time I have been in Washington, 
Mr, Chairman, with the competency and the dedication of the people 
that are doing these jobs. They are subject to considerable criticism; 
the mistakes they make get wide publicity; and there is very little said 
about the good things they do. 

I can assure you that they outnumber the occasional bad by a very 
high percentage. 

enator THurMonpD. Senator Bush, do you have some questions? 

Senator Busu. Mr. Chairman, I would like to ask the Secretary 
whether he is familiar with a study made by the Joint Economic 
Committee of the Congress in connection with background material 
on economic aspects of military procurement and supply ? 

Mr. Mitne. Yes, sir. 

Senator Busu. Do you know about that study ? 

Mr. Mizner. I know about it. 

Senator Busu. I haven’t had a chance to study this closely, Mr. 
Chairman, but I believe that the study is rather critical of the overall 
purchasing of the Department of Defense. Is that your impression ? 

Mr. Mitne. I would say basically, yes. 

Senator Bus. Among the points where they are particularly criti- 
eal is the question of procurement. of common-use items of the three 
services, or the four services. 

Mr. Mitne. Yes. 

Senator Busu. The Hoover Commission, also, was very critical in 
that particular aspect of purchasing. Are you familiar with that? 

Mr. Mitne. Yes, sir. 

Senator Busu. My recollection is—I have been trying to get this, 
but I can’t find it in this report—that the Hoover Commission felt 
that simplification and unification of purchase of common-use items 
might result in a saving to the Government of something in the neigh- 
borhood of $3 billion a year. Does that. strike a familiar chord in 
your memory or not? 

Mr. Mitne. It strikes a familiar chord, Senator. 

Senator Busu. I am not asking you to confirm whether you think 
that can be done or not, but am I about right on the figure ? 

Mr. Mixne. It is some such figure, yes. I read the Hoover report 
some time ago. 
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Senator Busy. So the Hoover Commission was very insistent that 
large economies could be made by a coordination of purchase, especial. 
ly in the field of common-use items; is that so ? 

Mr. Mizne. That is correct. 

Senator Busn. Now, I would like you to tell the subcommittee what 
you feel about that, in the light of your experience recently. 

Mr. Miune. The Department of Defense testified before that com. 
mittee, and they put on the record the fact that we have developed, 
have been developing a group of so-called single managers. In my 
judgment the so-called single managers go a long way toward imple. 
menting what the Hoover Commission were feeling for. 

I think in the Hoover Commission report they referred to a fourth 
service of supply. That is referred to in that report there. But no- 
body has ever very clearly defined, or at least I have never seen a defini- 
tion of what they really meant by a “fourth service of supply.” 

I am sure that some have in mind that you set up some group outside 
the Military Departments to do the buying, the storing, the issuing 
of these things. 

The position taken by the Department of Defense was that we have 
good machinery set up in the Departments for distribution and han- 
dling of equipment. And the way to get at it was to break it down 
into areas and assign one of these areas to a particular service. 

So they set up the first single managers, I think in 1956. There 
were four set up. Two went to the Army—subsistence and clothing. 
The Navy took petroleum and medical supplies. 

Last November, two more were set up. One was assigned to the 
Navy covering general supplies such as abrasives, paints, things of 
that sort; the other thing went to the Army covering housekeeping 
spp lee, furniture, and all that class of thing. 

Since then, they have just decided to set up two more—one in the field 
of spare parts and supplies for construction machinery and the other 
is automotive supplies and parts. 

Now, to look at it a little philosophically, Senator, to do what some 
people thought, when they talked about setting up a fourth service of 
supply, you would first have to find a group of really top-notch eivil- 
ians, the kind of people that manage a Sears, Roebuck or a Montgom- 
ery Ward. But in doing that, you have got to consider that in Sears, 
Roebuck and Montgomery Ward they carry 100,000 or 120,000 items 
in their catalog. 

In the Department of Defense, not counting end items, we have 
3,300,000 items. 

Senator Busu. A lot of those are duplicates in different services, 
aren't they—medical supplies and various things, where you all buy 
aspirin ? 

r. Mitne. No. The Navy buys all of the medical supplies for 
all of the Departments. It not only buys, but it- distributes them. 

Senator Busu. But there are a lot of duplicates in there, never- 
theless, are there not ? 

Mr. Mixne. There are some, which we are refining out through our 
cataloging system and our standardization system. But the point is, 
Senator, only one department is buying medical supplies. Only one 
department is buying food, and distributing it, right down to the 


oint where it is issued to the post, camps and stations at the retail 
evel. 
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Now, that, as I say, has been expanded by four more. And, as a 
result of the 3,300,000 items in the catalog, I would judge—and I have 
not added it up—that at least 1.5 million of them are now under single 


rs. 
In addition to that, the Department of Defense set up several years 
single purchase assignments. For example, the Army buys all 
of the vehicles, trucks, station wagons, passenger cars, for all of the 
departments. It is a little different from the single manager in that 
they don’t distribute them. They buy them on requisition. They are 
4 purchasing agency. 

n the same way, the Navy buys for all four services material han- 
dling equipment. The Army buys all the lumber. They don’t distribute 
it. But all the lumber used in the Department of Defense is requisi- 
tioned and purchased by the Army Engineers. 

So that in great measure the things that have been done in the last 
4years are the kind of thing that the Hoover Commission was reach- 
ing for. 

nator Busu. If you wanted to buy lumber for the Navy, would 
you requisition it from the Army ? 
* Mr. Mitne. Oh, yes. So that many of the objectives in the original 
Hoover Commission report are being met. But we are doing it in a 
different way than some of them envisioned. And, as I said at the 
start, I am not too sure that they really thought the thing through. 

For example, let’s assume you have got a group of civilians, and you 
could get them down here on a 5-year contract, that were capable of 
managing this massive distribution organization. 

The first thing this supergroup would do is to say, “Now, we can’t 
sit down and start managing 3,300,000 items and do it all at once. 
There must be someway we can fragment it.” 

So, as I have thought of such a person setting this thing up, he 
would say, “Now there is petroleum. Surely there is a group of things 
that can be handled by a department.” So he would set up a depart- 
ment to handle petroleum. And then he would set up a department to 
handle medical supplies. You couldn’t possibly attack this massive 
program without breaking it down into manageable segments. 

And I submit that that is exactly what we have been doing. 

Now, we don’t call it a fourth service of supply, but the effect is the 
same. 

Senator Busu. How long have you been doing that? 

Mr. Mitne. Well, we started the first of them in 1956. And up 
until last November, there were only the four I mentioned: clothing, 
medical supplies, subsistence, and petroleum. 

Since November, we have added four more. 

Senator Busu. Did these moves begin after the tiling of the Hoover 
Commission report recommendations? Are they the outgrowth of 
these recommendations? 

Mr. Mixne. I think in large measure, yes. The Hoover Commis- 
sion brought to everyone’s attention that here was a massive problem 
that needed to be solved. And from then on, they moved toward its 
solution. But not necessarily in the way that some of the people in 
the Hoover Commission saw it. 

We have discussed it with some of them. Some of them admit they 
have never clearly thought out what they wanted to do. 
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Senator Bus. Would you state for the record, Mr. Secretary, what 
your business background was, so we have that in at this point here? 

Mr. Mirne. Yes, sir. I spent practically all of my business life 
in the farm machinery business. I was originally with Massey. 
Harris Co.; later Massey-Ferguson Co. I served for them in Europe 
for 3 years. During the war we built Army tanks, both light and 
medium type tanks. And after the war, I became vice president of 
manufacturing, and then executive vice president of the American 
company. 

Senator Busu. Then your business life mostly has been in indus. 
try, in a competitive, vital segment of American industry; is that 
correct ¢ 

Mr. Mitne. That is correct, Senator. 

Senator Busn. You mentioned, over on page 13 of your report, 
speaking of procurement personnel—I wanted to ask you about the 
procurement personnel of the Navy. 

Are most of these what we call civil service employees? 

Mr. Mixne. Yes. 

Senator Busn. Most of them are? 

Mr. Mrinet. Most of them, supplemented by military people in each 
of the Departments. But the hard core are the civilians. 

Senator Busu. Are most of the heads of divisions within this great 
purchasing organization—are they career men in the Navy, or most 
of them civilians? 

Mr. Miine. Most of them—the actual heads, Senator, are career 
Navy people. The heads of the Bureau of Weapons, Bureau of 
Ships, Bureau of Supplies and Accounts, are military people. But 
they have a hard core of civilians there that are there while the mili- 
tary people come and go. 

Senator Busu. Are those military people rotated frequently like 
they are, generally speaking, in the Navy Service? 

Mr. Mixne. Yes. 

Senator Busn. They serve for 2 or 3 years? 

Admiral CLexton. Bureau Chief is 4 years. 

Senator Busu. And then he would most likely go to sea duty or 
some place else, and some other naval officer would come in and take 
that over? 

Mr. Mixne. Yes. But some of these jobs are held by Supply Corps 
officers who are professionals on the side of procurement, supply, and 
purchasing. 

Senator Busu. Was that by civilians? 

Mr. Mitne. No; naval officers of the Supply Corps who are staff 
people, who devote their whole lives to what the name implies. 

Senator Busu. And they don’t rotate? 

Mr. Mixne. They rotate, but they rotate in the same types of jobs. 
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Senator Busu. I see. 

That is all the questions I have. 

Senator TuHurmMonp. Mr. Secretary, I wish to thank you for your 
testimony, which has been most interesting to the committee. 

Mr. MitnE. May I insert one thing in the record, Mr. Chairman. 
This is just a brainwave I had on Friday. 

I have always found that if you can get concrete examples, it is 
more helpful and illustrative than a lot of generalizations. And I 
asked the Office of Naval Material to prepare for me the complete way 
in Which these determinations and dnilings are handled before they 
ever get up to the Secretary’s level at all. 

I have asked them to name names, to put in the people in these 
various jobs, what their experience is and so on. 

If you would accept that for the record, I think it would perhaps 
be more helpful than simply a statement saying that these are re- 
viewed, because I think that some people think that these reviews are 
rather perfunctory. 

I was amazed myself, when I got these figures Friday night, to 
find out how detailed and carefully done these reviews are. 

Senator THuRMOND. We would be pleased to have it. Without 
objection, we will insert it in the record. 

(The document referred to is as follows :) 


Navy PROCEDURES FOR PROCESSING SECRETARIAL DETERMINATIONS AND FINDINGS 
REQUIRED To Support NEGOTIATION Excepticys (11) THRouGH (16) 


10 U.S.C. 2310 requires that the head of an agency must make written de 
terminations and findings (D&F’s) to authorize negotiation of particular pro- 
curements pursuant to the negotiation authorities provided in 10 U.S.C. 2304 
(a) (11) through (16). 

The Armed Services Procurement Regulation (ASPR 3-305 and 3-306) pro- 
vides that these D&F’s will be prepared and processed in accordance with de- 
partmental procedures. 

The Navy Procurement Directives (NPD Section III, Part 3) outline the 
procedures to be followed within the Navy in connection with the preparation and 
processing of Secretarial D&F’s. A copy of this section of the NPD is attached 
as Appendix A. Briefly, the NPD requires that D&F’s will be prepared by the 
cognizant procuring activity and transmitted to the Assistant Secretary of the 
Navy (Material) via the Office of Naval Material. In addition, it requires that 
each D&F be accompanied by a “Request for Authority to Negotiate’ (RAN), 
which must : 

(1) Detail the reasons it is necessary to negotiate the purchase, in accordance 
with the Armed Services Procurement Act, rather than use formal advertising; 

(2) Provide additional data, including the possible sources of supply, extent 
of available competition, and the proposed procurement plan ; and 

(3) Include all pertinent supporting documents and information. 

In order to follow the flow of a typical D&F through the successive levels of 
review within the Navy, from the procuring activity itself to the Assistant Secre- 
tary of the Navy (Material), there is provided below an indication of the de- 
tailed processing to which D&F’s are subjected, as well as an indication of the 
qualifications and experience of the personnel carrying out this procedure. 
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I, PREPARATION, PROCEDURE AND REVIEW AT THE PROCURING ACTIVITY (BUREAY OF 
NAVAL WEAPONS) 


The Secretarial Determinations and Findings and the supporting “Request for 
Authority To Negotiate” are prepared within the Bureau of Naval Weapons by 
a Procurement Analyst within the Purchase Division, a civilian of a GS-1] or 
GS-12 grade who has had several years of procurement experience. The facts 
and representations contained in these documents are specifically reviewed ang 
approved by cognizant Bureau technical personnel. Frequently, the plan for 
effecting the procurement which is reported in the “Request for Authority 7) 
Negotiate” results from the deliberations of a Procurement Board composed of 
senior Bureau civilian and military personnel representing the different Bureay 
organizational elements concerned with the procurement. 

Following the preparation of the Secretarial Determinations and Findings anq 
the “Request for Authority To Negotiate,” they are approved by a GS-13 Unit 
Supervisor within the Purchase Division, an individual with several years of 
procurement experience as a Procurement Analyst or Contract Negotiator. 
Following this, these documents over a stipulated dollar value are reviewed and 
approved by a Lieutenant Commander in the Navy Supply Corps who has had 
extensive general procurement experience. All documents are then reviewed by 
a GS-14 who has spent many years as a Procurement Analyst-Negotiator and 
has had extensive supervisory responsibilities. After this review, the “Request 
for Authority To Negotiate” is either signed or approved for higher authority 
signature by the Director, Purchase Division, a Navy Captain who has had con- 
siderable previous administrative and technical responsibilities. 

Those documents which relate to procurements (1) which exceed $1,000,000, 
if for Research and Development, Test, or Evaluation, (2) which exceed 
$1,000,000 when no competition will be obtained or $5,000,000 (when competition 
will be obtained), if the procurement is negotiated pursuant to 10 U.S.C, 2304(a) 
(12) or (14), and (3) are negotiated pursuant to 10 U.S.C. 2304(a) (16) are 
further reviewed and approved by the Director of the Procurement Division, a 
Rear Admiral in the Navy Supply Corps, an officer who has a very considerable 
background in procurement matters; thereafter, these papers are then reviewed 
and approved by the Deputy Chief of the Bureau. This individual may sign the 
“Request for Authority To Negotiate” or, if the procurement is sufficiently im- 
portant, it may be signed by the Chief of the Bureau. 


Legal review at the procuring activity 


All “Requests for Authority To Negotiate” and proposed Determinations and 
Findings are reviewed by legal counsel at the bureau level. Such reviews entail 
an examination of the Request and proposed D. & F. to see that they comply with 
the law and pertinent regulations and are adequate from the standpoint of con- 
tent, form, and clarity. Appropriate advice and recommendations are made re- 
garding any questions presented or deficiencies found and the attorney approv- 
ing the proposed D. & F. must initial the Request. Particular attention is given 
to see that sufficient information is included to support and justify the proposed 
negotiation. In addition to reviewing formal D. & F.’s for the use of exceptions 
(11) through (16), bureau counsel generally review the written justifications 
for the use or exceptions (2) and (10). 

Attorneys conducting these reviews hold at least an LL.B degree, are members 
of the Bar, and generally have had several years legal experience with Govern- 
ment contracts. Some of these attorneys have had many years’ experience with 
defense contracts; and where difficult or unusual problems are encountered, the 
more experienced attorneys are consulted. 
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II. REVIEWS IN THE OFFICE OF NAVAL MATERIAL 


1, Contract Clearance Branch 


This branch performs detailed and professional review of all Determinations 
and Findings and accompanying supplemental information with particular at- 
tention to all the business aspects such as the procurement plan, the inclusion 
of all available competition, the validity of delivery dates and leadtime require- 
ments, availability of drawings and specifications, and other pertinent factors. 

In the performance of the review, frequent contact is made with the bureau 
or purchasing activity. When any substantial question arises, a meeting is called 
of all personnel concerned. Typically, such a meeting would include the indi- 
yidual who prepared the Request, the contracting officer and the representa- 
tive of the technical or requirements office. After a thorough discussion, a de- 
sion is made as to whether the proposed procurement is approvable as supple- 
mented by the discussion and any confirming documentation. Such discussions 
have led to contact with the Office of the Chief of Naval Operations to question 
the need for urgent delivery dates, combining total quantities to obtain lower 
prices, and introducing additional competition. 

Personnel performing these reviews are: 

J. ©. Cruden, CPA, Head, Contract Clearance Branch: 20 years in procurement, 
contract costing, and contract pricing. 

H. J. Rheem, CPA, Assistant Head, Contract Clearance Branch: 15 years in 
procurement and public accounting. 

Senior Procurement Analysts: Average of 10 year’s procurement experience. 


9, Broad high level reviews in the Office of Naval Material 


Subsequent to the thorough review by the Contract Clearance Branch of the 
Office of Naval Material, all Requests for Authority To Negotiate and Deter- 
minations and Findings are reviewed in the Office of the Director of ONM’s Pro- 
curement Division and also in the Office of the Chief of Naval Material. A 
prief description of reviews accomplished in these higher levels is set forth 
below. 

The Director of the Procurement Division, ONM, reviews all Requests for 
Authority To Negotiate and all Determinations and Findings from an overall 
professional standpoint. In his absence, these documents are reviewed by the 
Assistant Director, and, in many cases, he consults with the Assistant Director 
(Mr. Jones) regarding certain technical aspects of the procurements involved. 
In these reviews the Director and the Assistant Director of ONM’s Procurement 
Division check such items as overall prices, extent of competition, completeness 
of justifications, timeliness of the procurement, and its relation to other pro- 
curements and programs, and the broad business aspects of the particular pro- 
curement involved. In this review, these men draw heavily on their broad 
knowledge of industrial organizations, the nature of the equipment being pro- 
cured and the general status of the national economy. ' 

Director, Procurement Division, Office of Naval Material (Capt. E. M. Fagan, 
8C, USN): The Director of the Procurement Division is established as a billet 
to be filled by a senior Supply Corps Captain of the Navy, with broad professional 
experience and background in the overall logistic functions of the Navy, includ- 
ing procurement. At the present time, this position is filled by Capt. BE. M. 
Fagan, SC, USN, who has 26 years of commissioned service in the Navy, includ- 
ing 3 years’ extensive contracting experience in the Bureau of Ships. 

Assistant Director, Procurement Division, Office of Naval Material (Mr: M. 
E. Jones): The Assistant Director of the Procurement Division, Office of Naval 
Material, is the senior full-time professional procurement position in the entire 
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naval establishment. Mr. M. E. Jones has had approximately 15 years of ey. 
perience in the business functions of the Navy, including extensive experience 
in accounting as well as procurement. He has served as analyst in ONM’s Cop. 
tract Clearance Branch, as a negotiator in the Bureau of Ordnance, and later 
as Assistant Director of the Contract Division of the Bureau of Ordnance, His 
broad background in procurement matters is unsurpassed in the Navy. 

All Requests for Authority To Negotiate and Determinations and Findings are 
reviewed by the Vice Chief of Naval Material and/or the Chief of Naya) 
Material. This is the final review prior to the document’s being forwarded to 
the Assistant Secretary of the Navy (Material). Through many years of ex. 
perience, these officers are able to evaluate procurements on the basis of broad 
economic and technical considerations. There are very few industries ang 
types of equipment with which one or both of these officers has not had ex. 
perience. Such experience enables them not only to appraise the professional 
procurement aspects of the transaction involved, but also the major production 
and economic considerations and how they relate to the overall operational 
commitments of the Navy when compared with budgetary considerations. Ip 
many of these reviews, the Chief of Naval Material and the Vice Chief of Naval 
Material collaborate, assisted, where necessary, by technical experts of the 
Chief of Naval Material’s staff. 

Chief of Naval Material, VADM E. W. Clexton, USN: The Chief of Naval 
Material, under the direction of the Secretary, is made responsible by law for 
effectuating policies of procurement, production, and contracting of materia] 
throughout the Navy. 

Vice Chief of Naval Material, RADM R. L. Swart, USN: The positions of 
Chief of Naval Material and Vice Chief of Naval Material are now filled by 
VADM E. W. Clexton and RADM R. L. Swart, respectively. VADM Clexton 
brings to his position nearly 40 years of experience in the Navy including many 
high level and responsible positions. Prior to World War II, he was in charge 
of certain aircraft being procured by the Bureau of Aeronautics. Immediately 
after WWII he was Director of Maintenance in the Bureau of Aeronautics and 
established management of the Navy’s program for overhaul of aircraft, aircraft 
engines, and other aeronautical material. He has had extensive financial ex- 
perience in budgetary matters having served as the Navy's Director of Budget 
and Reports. Budgets which he handled totaled over 100 billion dollars. In 
1955 and until assuming duties as Chief of Naval Material, he served as 
Deputy Comptroller of the Navy. 

The Vice Chief of Naval Material is a Rear Admiral’s billet and is currently 
filled by RADM R. L. Swart, USN. Admiral Swart also has approximately 40 
years’ service in the Navy. He has had extensive duty in connection with en- 
gineering and production matters. He has served as engineer and repair officer 
in shipyards and has personally supervised the planning for the maintenance 
of hundreds of naval vessels. He has held responsible technical positions in the 
Bureau of Ships, including that of Director, Ship Technical Division. He has 
served as production officer and supervisor of shipbuilding at naval shipyards. 


3. Office of General Counsel 


While these documents are in the Office of Naval Material, they may be 
reviewed by the Office of General Counsel of the Navy. 

The Office of Naval Material and the Assistant Secretary of the Navy 
(Material) generally rely upon the legal reviews of D. & F.’s made by bureau 
counsel. However, where special problems embracing legal questions are en- 
countered by the ONM Contract Clearance Branch or the Assistant Secretary's 
Office, they are referred to attorneys in the Central Office of the General Coun- 
sel. These attorneys generally have upwards of 20 to 25 years’ legal experience, 
including many years as specialists in military procurement. They are fully 
familiar with the legislative history and underlying intent of the Armed 
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Services Procurement Act and implementing regulations, including the back- 
ground and reasons for the authority to negotiate contracts in particular cir- 
cumstances. When they review a proposed D. « F., they see that it is entirely 
proper for the Secretary’s signature and is within the intent as well as the 
letter of the law. 


Ill. REVIEW OF D. & F.’8 BY OFFICE OF THE ASSISTANT SECRETARY OF THE NAVY 
(MATERIAL) 


All D. & F.’s which are to be signed by the Assistant Secretary of the Navy 
(Material), and their supporting Requests for Authority To Negotiate, are for- 
warded from the Chief of Naval Material to the Secretary’s office after clearance 
py the Office of Naval Material. Each D. & F. and its accompanying Request for 
Authority To Negotiate is carefully reviewed by the immediate Staff Assistants to 
the Assistant Secretary, one of whom possesses an engineering and aviation back- 
ground and a broad knowledge of aircraft and missile programs gained through 
association with the Bureau of Aeronautics; another has a broad procurement 
packground and several years of experience as a contract negotiator with the 
Bureau of Ships, in addition to being a lawyer. The review made by these staff 
members is, therefore, made in the light of broad acquaintance with procurement 
programs and policy. The review is primarily substantive in nature but also 
results in resolving any ambiguities or deficiencies in the document. 

The Assistant Secretary is then briefed on each D. & F. by a staff member. 
This includes advising regarding the background and procurement history of 
the equipment or program, its relation to.other programs, the firms being solicited, 
the reasons for negotiating, and the amount of the procurement. This immediate 
briefing is frequently supplemented collaterally by staff memoranda on the 
status of particular programs. 

The Secretary brings to his position a background of over 30 years of indus- 
try experience with Massey-Harris, Inc., which included experience with pro- 
duction of over 3,000 tanks and companion vehicles, and self-propelled howitzers 
for the Army during World War II and Korea. His knowledge of industry prac- 
tices and problems, including those connected with defense contracting, uniquely 
qualifies him to critically appraise each D. & F. before signing it. 
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APPENDIX A 
Part 3—Determinations and Findings 


3-301 Nature of Determinations and Findings. 
8-301.50 Class Determinations and Findings. See NPD 3-306.53. 


3-304 Determinations and Findings by a Contracting Officer. 

(a) Statements of Justification. See NPD 3-202.3 and 3-210.3. 

(b) Memorandum for File. See NPD 3-201.50. 

(c) Certification by Originator of Purchase Request. Contracting officers 
are authorized to make certain determinations justifying the use of negotiation 
in accordance with ASPR and NPD Section III, Parts 2 and 3, without Seere. 
tarial approval. Each Navy procuring activity shall establish procedures 
whereby the individual submitting the purchase request (requisition or other 
request form upon which the determination to negotiate is based) will certify 
to the accuracy of the facts and representations contained in such request: 
except that such certifications are not required in procurements citing authority 
of 10 U.S.C. 2304(a)(3), (6), (7), (8), and (9). These certifications shall be 
retained in the contract file of the procuring activity concerned in those in- 
stances where the procurement does not require ONM business clearance. 
Where ONM business clearance is required, a copy of the Statement of Justifica- 
tion with the certification thereon shall be furnished with the pre-negotiation 
clearance required by NPD 1-403.51(b)(4)a. The Chief of Naval Material will, 
from time to time, conduct such reviews of procedures and records as appro- 
priate to assure full compliance with this paragraph (c). 


3-305 Forms of Determinations and Findings. 

8-305.50 General. 

(a) Format. The customary and approved form of a Determination and 
Findings (D&F) contains a title or heading, a D&F number and Bureau 
identification, an opening statement of authorization, a series of numbered 
findings under the subhead “Findings,” one or more determinations (depending 
on the specific exception used and on the facts of the particular case) under 
the subhead ‘‘Determination(s),”’ a signature designation (usually set forth as 
“Assistant Secretary of the Navy’’), and a place for the date of approval by the 
Secretary. This general form, as well as the particular parts thereof referred 
to below in this paragraph, is illustrated in NPD 3-305.51 through 3-305.58 
below. 

(b) Heading. The following wording of a typical heading to a D&F for 
an individual contract is approved: 


DETERMINATION AND FINDINGS 


Authority To Negotiate Individual Contract for Experimental, Developmental, or 
Research Work 


In a D&F for a class of contracts, the words ‘‘Class of Contracts’’ would replace 
the words “Individual Contract.” It is desirable to indicate in the heading 
the precise negotiation authority covered by the D&F. As a general rule the 
bottom line of this heading would set forth, after the word “‘for,’’ the title of 
the applicable paragraph of ASPR Section III, Part 2. 
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(c) Numbering. At the top right-hand corner of each D&F there should 
appear & serial number and whatever identification is desired by the originator. 
For purposes of administrative simplicity it is suggested that D&F’s be num- 
bered by the originating activity in a simple numerical system. Most procuring 
gctivities use such a system beginning with the number “1” prefixed by the 
symbol “D&F.”’ Some procuring activities further distinguish the D&F 
series number by the addition of a numerical suffix the same as the contract 
number to which the D&F applies. It is suggested that procuring activities 
and purchasing offices make no distinction between the numbering of D&F’s 
and CDF’s (Class Determination and Findings). 

(d) Preamble. The following opening statement of authorization, now 
customarily used, is approved: 

Upon the basis of the following findings and determination(s) which 

I hereby make as agency head, the proposed contract described below may 

be negotiated without formal advertising pursuant to the authority of 

10 U.S.C. 2304(a)(——). 

Inany CDF, D&F to be signed by a “chief officer responsible for procurement,”’ 
or any other special case referring to ‘‘any task letters or task orders issued 
under the contract’’ or delivery orders thereunder or the like, the wording of 
the preamble would have to be changed accordingly. Examples of some of 
these varying opening statements appear in the approved forms set forth in 
NPD 3-305.51 through 3-305.58 below. 

(e) Scope of D&F. In general, it is desirable to confine each D&F to a 
single page, to set forth the four or five necessary findings as briefly as possible, 
and to confine them to only those facts which are necessary and relevant to 
support the one or more determinations being made. It is neither necessary 
nor desirable to justify the choice of a particular contractor. With respect to 
the determination or determinations, it is important to set forth only that one 
(or those) which are responsive to the various findings, and necessarily to 
confine them to the requirements and the particular language set forth under 
the applicable exception in the Act; further in this connection, it is important 
to guard against a determination in the alternative (except possibly for the 
one relating to ‘“‘experimental, developmental, or research work’’) and to use 
cumulative language only when more than one determination is in fact sup- 
ported by the findings (for example, under 10 U.S.C. 2304(a) (14), “substantial 
initial investment” and ‘‘extended period of preparation for manufacture’’). 
These problems are more specifically referred to, and illustrated, in NPD 
3-305.51 through 3-305.58. 

8-305.51 10 U.S.C. 2304(a)(11) only (ASPR 3-211): Experimental, De- 
velopmental, or Research Work. Instructions for, and examples of, D&F’s 
under 10 U.S.C. 2304(a)(11) follow: 
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Example A: 


DETERMINATION AND FINDINGS 


Authority To Negotiate Individual Contract for Experimental, Developmental 
or Research Work , 


Upon the basis of the following findings and determination which | 
hereby make as agency head, the proposed contract described below may 
be negotiated without formal advertising pursuant to the authority of 10 
USC. 2304(a)(11). 

Findings 

1. In this paragraph, set forth briefly the scope of the work, or nature 

of the supplies or services called for. For example: 


“The proposed contract calls for the study and investigation of 
lastic material, the experimental fabrication of four sonar domes 
rom such material (two each of two different size domes), and sery- 

ices connected with the testing of these domes.” 


2. In this paragraph, set forth such facts as are available and relevant 
to support the determination that the proposed contract is for experi- 
mental, developmental, or research work—such facts perhaps being that 
no adequate product or equipment is in existence or is usable, and that study 
and research investigation are necessary in connection with the develop- 
ment of such product or equipment. For example: 

“Tt is deemed expedient and desirable to ascertain whether sonar 
domes, which are now fabricated only from stainless steel and rubber, 
both of which are critical and expensive materials requiring a rela- 
tively long fabrication period, can be fabricated from a certain type 
of plastic material which would be less critical and less expensive than 
either steel or rubber and would require a shorter fabrication period.” 
3. In this paragraph, make the following statement: 


“The proposed contract does not call for quantity production of 
any article.” 


4. In this paragraph, make the following statement: 
“It is impossible to describe in precise detail or by definite draw- 
ings and specifications the nature of the work to be done under the 


proposed contract; only the ultimate objectives and the general scope 
of the work can be outlined.” 


Determination 


The eraend contract is for experimental, developmental, or research 
work. (In certain instances, this determination might more properly be 
limited to one or two of these different kinds of work.) 


Assistant Secretary of the Navy 
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Ezample B: 


DETERMINATION AND FINDINGS 


Authority To Negotiate Class of Contracts for Developmental Work 


Upon the basis of the following findings and determination which I 
hereby make as agency head, the proposed class of contracts described 
below may be negotiated without formal advertising pursuant to the 
authority of 10 U.S.C. 2304(a)(11). 


Findings 


1. The proposed class of contracts calls for the development of pre- 
liminary designs of a special Diesel engine bearing test machine capable of 
applying all types of Diesel engine bearing loads to the test bearing hous- 
ing, this simulating connecting rod bearing operation, and also capable of 
applying all types of loads to the test journal, thus simulating main bearing 
operation. 

2. It is proposed to enter into contracts with a number of engineering 
firms to develop preliminary designs for this machine. Such a machine 
has never been developed or designed; therefore, opinions of engineers 
vary greatly as to which design principles would produce the most suc- 
cessful results. Accordingly it is deemed advisable to have several firms 
use their best engineering talents to design this machine in order that the 
various design principles may be evaluated. The cost of developing sev- 
eral such preliminary designs will exceed $25,000.00. 

3. The proposed class of contracts does not call for quantity produc- 
tion of any article. 

4. It is impossible to describe in precise detail, or by any definite draw- 
ings and specifications, the nature of the work to be performed under the 
proposed contracts; only the ultimate objectives and the general scope of 
the work can be outlined. 


Determination 


The proposed contracts are for developmental work. 
This class determination shall remain in effect until 1 February 1949. 


Assistant Secretary of the Navy 


8-305.52 10 U.S.C. 2304(a)(12) (ASPR 3-212): Classified Purchases. 
en for, and an example of, D&F’s under 10 U.S.C. 2304(a) (12) 
follow: 

D&F No. .--- 


DETERMINATION AND FINDINGS 


Authority To Negotiate Individual Contract for Classified Supplies or 
Services 


Upon the basis of the following findings and determination which I 
hereby make as agency head, the proposed contract described below may be 
negotiated without formal advertising pursuant to the authority of 10 
U.S.C. 2304(a) (12). 

Findings 

1. In this paragraph, set forth briefly the scope of work, or nature of 
supplies called for. 

2. In this paragraph, set forth such facts as are available and relevant 
to support the determination that the proposed contract is for supplies or 
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services of such a nature that the purchase thereof should not be public] 
disclosed—such facts as the actual classification of the supplies or servien, 
(or of the program of which they are an integral part), perhaps an indica. 
tion of the Bureau or Office making the classification, and in either or 
both events the reason for such classification. For example: 

“For reasons of military security, the Chief of the Bureay of 
> aie SSLUMAL IU a has classified as ‘confidential’ the supplies and gery. 
ices to be procured under the proposed contract.” 

3. In this paragraph make the following statement: 

“Procurement by formal advertising of the supplies and services 
called for by the proposed contract would result in public disclosure of 
the character and ingredients of such supplies and services, and would 
thereby jeopardize their security classification.” 


Determination 


The proposed contract is for supplies and services the character, in- 
gredients, or components of which should not be publicly disclosed, (In 
certain instances, this determination would be expressly limited to sup- 
plies or to services, and might preferably refer to only one or two of the 
words “character, ingredients, or components’’.) 

i eonsunt ota 


Assistant Secretary of the Navy 
8-805.58 10 U.S.C. 2804(a)(13) (ASPR 3-218): Technical Equipment 


Requiring Standardization and Interchangeability of Parts. Examples of D&F’s 
under 10 U.S.C. 2304(a)(13) follow: 


Ezample A: 
D&F No. -... 
DETERMINATION AND FINDINGS 


Authority To Negotiate Individual Contract for Technical Equipment Re- 
quiring Standardization and Interchangeability of Parts 


Upon the basis of the following findings and determinations which I 
hereby make as agency head, the proposed contract may be negotiated 
without formal advertising pursuant to the authority of 10 U.S.C. 2304(a) 


(13). 
Findings 

1. The proposed contract with —— Contractor) ___—scaiis for the 
manufacture and delivery of 9 TS-403/U Signal Generators and Handbooks 
for Maintenance Instruction. 

2. The TS-403/U Signal Generator is technical equipment. it isa 
field-type electronic test equipment, designed to conform to rigid Joint 
Army and Navy Specifications, for servicing and maintaining all types of 
electronic equipments and systems within its frequency range. 

3. None of such equipment is now operative, but said -_---------- 
Company has a production contract that calls for the manufacture and 
delivery of 505 TS-403/U Signal Generators. No other procurement of 
such Signal Generators (except of the nine which are the subject of these 
findings) is known to be presently contemplated. 

4. Procurement of the TS-403/U Signal Generators without adver- 
tising is necessary in order to assure standardization of equipment and 
interchangeability of parts because even after a production model, for use 
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in attempting to make Chinese copies, becomes available—which it is esti- 
mated will be at least seven (7) months from now—complexity of the con- 
struction, close tolerances, and variances in manufacturing equipment and 
technique would, in the case of manufacture by other than the present con- 
tractor, make impossible the assurance of standardization of equipment 
and interchangeability of parts. 

5. Standardization of equipment and interchangeability of parts are 
necessary in the public interest especially because of the highly technical 
nature of the equipment and its construction, which make adaption of 
other apparently similar equipment and parts generally impossible in the 
case of required replacement, adjustment or repair. This has been recog- 
nized by the Aeronautical Board and the Joint Communications Board, 
which, acting through the Test Equipment Subcommittee of said Boards 
established by the Joint Communications Board on 13 February 1946, and 
acting under its Charter, approved the standardization of said TS-403/U 
Signal Generators. ; 

6. Standardization of such equipment and interchangeability of parts 
is necessary in the public interest, in conformity with the action of said 
Joint Subcommittee, so as to (a) limit required spares, and make parts of 
the equipment interchangeable, with natural effect on savings, and (b) 
make possible the availability of parts that may be interchanged among 
pieces of damaged equipment during combat or any other emergency. 


Determinations 


1. The proposed contract is for technical equipment. 

2. Negotiation is necessary in order to assure standardization of the 
equipment and interchangeability of parts. 

3. Such standardization and interchangeability is necessary in the 
public interest. 


ee |! sweccceseedob sleuLJlesndaebs- 
Assistant Secretary of the Navy 


Example B: 
D&F No. ---- 
DETERMINATION AND FINDINGS 


Authority To Negotiate Class of Contracts for Technical Hevipovant Requiring 
Standardization and Interchangeability of Paris 


Upon the basis of the following findings and determinations which I 
hereby make as agency head, authority ie given, under 10 U.S.C. 
2304(a)(13), to negotiate without advertising contracts of the following 
class: Contracts for all auxiliary equipment, propulsion accessories, com- 
ponents thereof, and spare parts therefor necessary to complete the con- 
struction of submarines SS490, SS523, SS524 and SS525 without requiring 
separate determinations and findings with respect to each individual con- 
tract in the aforementioned class. 


Findings 
1. The resumption of the construction of submarines S490, SS523, 
SS524 and SS525, suspended several years ago, necessitates the procure- 
ment of the auxiliary equipment, propulsion accessories, components 
thereof and spare parts therefor, required for their completion. These 
vessels are to form a part of a large class of identical submarines, collec- 
tively called the SS475 Class, and are being constructed in accordance with 


the pom originally used for said SS475 Class. The aforesaid supplies, 
auxiliary equipment, propulsion accessories, components thereof and spare 
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arts therefor, comprise electrical and mechanical supplies, all of which 
ne been designated by technical experts of the Navy Department 
“technical equipment.” 

2. There now exists standardization of technical equipment and inter. 
changeability of component parts within all vessels of the SS475 Class now 
in commission. Standardization of such equipment and interchangeabilit 
of such parts between these vessels and SS490, SS523, SS524 and S525 will 
result in a very substantial saving in maintenance expense and in the quan- 
tity of spare parts to be stocked and will also permit during emergency 
conditions more ready availability of replacement equipment and parts. 

3. It is possible to provide such standardization and interchan 
ability only by procuring the equipment and component parts required for 
the completion of SS490, SS523, SS524 and SS525 from the same sources 
which previously furnished such supplies for the other SS475 Class vessels: 
procurement by advertising and competitive bidding, requiring award to 
the lowest bidder, cannot assure award to such sources. 


Determination 


1. The auxiliary equipment, propulsion accessories, components thereof 
and spare parts therefor are required for the completion of SS490, SS523, 
S$S524 and SS525, and such auxiliary equipment, propulsion accessories, 
component parts thereof and spare parts therefor constitute technical 
equipment. 

2. Negotiation is necessary in order to assure standardization of the 
equipment and interchangeability of parts. 

3. Such standardization and interchangeability is necessary in the 
public interest. 

This class determination shall remain in effect until the precommis- 
sioning trial runs of Submarines SS490, SS523, SS524 and SS525 are com- 
pleted, or until 1 July 1950, whichever occurs earlier. 

Asaisiont Bosittalgyagiihe Maa 

8-305.54 10 U.S.C. 2304(a)(14) (ASPR 8-214): Technical or Specialized 

Supplies Requiring Substantial Initial Investment or Extended Period of Prepa- 

ration for Manufacture. In general, D&F’s under 10 U.S.C. 2304(a) (14) should 

be careful to indicate the relative size of the previous investment as compared 

to the amount of the presently proposed purchase. Instructions for, and an 
example of, D&F’s under this authority follow: 


DETERMINATIONS AND FINDINGS 


Authority To Negotiate Individual Contract for Technical or Specialized 
Supplies Requiring Substantial Initial Investment (and Extended 
Pervod of Preparation for Manufacture) 


Upon the basis of the following findings and determination which | 
hereby make as agency head, the proposed contract described below may be 
negotiated without formal advertising pursuant to the authority of 10 
U.S.C. 2304(a) (14). 

Findings 

1. In this paragraph, set forth such facts as are available and rele- 
vant to support the determination (Number 1) that the supplies are of a 
technical or specialized nature—such facts perhaps including (i) the pre- 
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cise nature of the supplies, (ii) what they are to be used for and how they 
operate, and (iii) any official designation or description of them as ‘‘tech- 
nical” or ‘‘specialized’”’ by technical specialists. For example: 

“The proposed contract calls for the furnishing of auxiliary, alter- 
nating-current switchboards, together with regulating equipment 
necessary and incidental thereto. These switchboards constitute elec- 
trical equipment to be used for controlling the generation and distribu- 
tion of power to auxiliary equipment in submarines. The equipment 
has been expressly described as ‘technical or specialized equipment’ by 
technical specialists in the Navy Department.”’ 

If desired, paragraph 1 can describe the nature of the supplies and para- 
graph 2 can substantiate their complexity and their designation as ‘‘tech- 
nical equipment.” 

2. In this paragraph, set forth such facts as are available and relevant 
to support the determination (first half of Number 2) that the production 
of the supplies to be procured under the proposed contract requires a sub- 
stantial investment (capital)—such facts perhaps including (i) the fact or 
even the amount of high starting costs (such as engineering and develop- 
ment work, and tooling charges) already paid by the Government, directly 
or indirectly, to the supplier who has developed the equipment, and 
thereby resulting in a duplication of costs; (ii) the resulting waste to the 
Government in the event that the proposed contract should Es placed with 
a contractor other than the development supplier; and (iii) the probable 
increased cost if formal advertising is used and the development supplier 
bids ony slightly under his necessarily higher-priced competitors. For 
example: 

7 “These supplies are so intricate and complicated that their manu- 
facture by any supplier other than the Ward Leonard Electric Com- 
any, which has already developed for and is now furnishing to the 

Navy Department identical supplies, would require a substantial out- 
lay of invested capital and would mean a duplication of such startin 
costs as preliminary engineering and development work, and specia 
tooling charges, which the Government has already paid or borne 
under Contract... ........«#<<s--- in a substantial amount. Further- 
more, if the proposed contract were to be placed by formal advertis- 
ing, Ward Leonard Electric [Corporation] could take advantage of 
the existing techniques [experience and ‘know-how’ derived ae 
and special tooling already acquired under, previous contracts so as 
to inflate its bid and still underbid competitors who would necessarily 
bid higher prices because they would not have similar techniques, ex- 
perience and ‘know-how’ and special tooling but would have to charge 
the acquisition thereof to the proposed contract.]’’ 

3. In this paragraph, preferably in addition to paragraph 2 but per- 
missibly in substitution therefor, set forth such facts as are available and 
relevant to support the determination (second half of Number 2) that the 
production of the supplies to be procured under the proposed contract 
requires an extended period of preparation for manufacture—such facts 
including (i) the time or even the extent of time already spent by the 
development supplier in acquiring the techniques, know-how, and experi- 
ence necessary for producing the equipment, and (ii) the delay, or perhaps 
the extent of the delay, incident to the acquisition by a different supplier 
of such necessary techniques, know-how, and experience. 


Determinations 


1. The supplies to be procured under the proposed contract are of a 
technical or specialized nature. 


51394 O—60—pt. 2 9 
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2. The supplies to be procured under the proposed contract are such 
as to require a substantial investment and an extended period of preparation 
for manufacture. (If both of these req divementeeubutantial investment 
and extended period of preparation for manufacture—are not applicable 
use only that statement which correctly describes the situation existing 
with oe to the subject procurement.) 

3. Procurement by advertising and competitive bid would (i) require 
duplication of investment or preparation already made, and (ii) unduly 
delay ee of the supplies. (If both statements are not correct 
use only that statement which correctly describes the situation existing 
with respect to the subject procurement.) 


et! tee. 


Assistant Secretary of the Navy 


$-30565 10 U.S.C. 2804(a)(15) (ASPR 8-215): Negotiation After 
Advertising. Examples A and B below are D&F’s for the general or preliminary 
authority to negotiate after advertising under 10 U.S.C. 2304(a)(15). Exam- 
ples A-1 and B-1 are the second D&F’s required by 10 U.S.C. 2304(a)(15)(B) 
with regard to the particular contract being negotiated and the fact that the 
negotiated price is lower than the lowest rejected bid price of a responsible 
bidder. 


Example A: 


DETERMINATIONS AND FINDINGS 
Authority To Negotiate Individual Contract After Advertising 


Upon the basis of the following findings and determination which I 
hereby make as agency head, authority is hereby given, pursuant to the 
authority of 10 USC. 2304(a)(15), to enter into negotiations for the 
procurement of steel forgings for the manufacture of projectiles. 


Findings 
1. The Bureau of Ordnance has requirements for steel forgings for the 


manufacture of projectiles as follows: 


pT eden) See oe Laon ene eet 10, 410 
ee re tert eenmoneer 22, 400 
2. The requirements were advertised under Invitation R-5625-0 
which was forwarded to nine potential suppliers. 
3. Bids received on subject Invitations were as follows: 


| | 
5’’/38 5'’/54 


DORA te sR 2501 ALCOA. 2 os Cote tee 6. 16 7. 65 | 





Whaat tha Bibi die EDEL side kb SG -diesd 7. 95 10. 13 | 
1 Based upon unlimited escalation for labor and materials. 


4. Negotiated prices of $6.44 and $7.99 offered for the prepeeee 
contract are lower than the lowest rejected bid price of a responsible bidder 
br $0 ous bu Company) which were $7.95 and $10.13, respectively. 
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Determination 


The proposed contract may be negotiated without formal advertising, 
it being hereby determined that the bid prices after advertising for the 
aforesaid supplies, are not reasonable. 


Example A-1: 


DETERMINATION AND FINDINGS 
Authority To Negotiate Individual Contract After Formal Advertising 


Upon the basis of the following findings and determination which I 
hereby make as agency head, the proposed contract described below may 
be negotiated without formal advertising pursuant to the authority of 
10 U.S.C. 2304(a)(15). 

Findings 


1. By the Bureau of Ordnance D&F No. 161, it was determined that 
the bid prices, after formal advertising for the required forgings, were not 
reasonable; and in accordance therewith all bids were rejected. 

2. Prior notice of intention to negotiate, and a reasonable opportunity 
to negotiate, have been given to each responsible bidder whose bid for the 
Projectile Forgings was rejected. 

3. The proposed contract with ____.-_.--.- Company is for 10,410 
Forgings for 5’’/38 H.C. Projectiles, Mk. 49, Mod. 0 and 22,400 Forgings 
for 5’’/54 Projectiles, Mk. 41, Mod. 0, at the respective unit prices of 
$6.44 and $7.99. 

4. The negotiated prices of $6.44 and $7.99 as agreed to for the 
proposed contract are lower than the lowest rejected bid price of a re- 
sponsible bidder (__..--.----- Company) which were $7.95 and $10.13, 
respectively. 

5. The negotiated price is the lowest negotiated price offered by any 
responsiblé supplier. 

Determination 


The proposed contract may be negotiated without formal advertising, 
it having been determined that the bid prices after advertising therefor 
are not reasonable, and it being hereby determined that the negotiated 
price for the proposed contract is lower than the lowest rejected bid price 
of a responsible supplier. 


Assistant Secretary of the Navy 


D&F No. ---- 


DETERMINATION AND FINDINGS 


Authority To Negotiate Individual Contract Where Bids in Response to 
Advertisement Are Unreasonable 


Upon the basis of the following findings and determination, which I 
hereby make as agency head, the proposed contract described below may 
be negotiated Saieat formal advertising pursuant to the authority of 
10 U.S.C. 2304(a) (15). 
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Findings 


1. The proposed contract calls for 12,080 lbs. of Hydrazine, Free Base 
to be delivered as specified by the Bureau of Aeronautics. Bids have been 
solicited in accordance with the requirements of Part 2 of Section II of 
the Armed Services Procurement Regulation. 

_ 2. Five (5) bids have been received offering material at the following 
prices: 


Per pound 
iT ae i Rae healt $5. 18 
lent enn htstinnin wisi intone 8. 63 
a 8. 68 
er On L.. snaves) loubiis)- statins -o ws 8.75 
i a ee A Coe 15. 90 


1 Disregarded due to mistake in bid upon advice of General Accounting Office. 


3. There is one (1) known manufacturer of Hydrazine, Free Base in 
the United States and two (2) new sources who are willing to begin pro- 
duction. One of these sources, ........-.------ , has submitted a 
revised quotation of $7.68 a pound, which arrived too late to be considered. 
Further discussion with this company indicated a possibility of a lesser 
fixed price, together with a downward redetermination clause. 


Determination 


It is hereby determined that the bid prices of the responsive bids set 
forth above are not reasonable. 


Example B-I: 


DETERMINATION AND FINDINGS 


Authority To Negotiate Individual Contract at a Negotiated Price Lower 
than the Lowest Rejected Bid Price of the Responsible Bidder, Where 
Bids in Response to Advertisement Were Unreasonable 


Upon the basis of the following findings and determination, which I 
hereby make as agency head, the proposed contract described below may 
be negotiated without formal advertising pursuant to the Authority of 
10 U.S.C. 2304(a)(15). 

Findings 


1. The proposed contract calls for 12,080 lbs. of Hydrazine, Free Base 
to be delivered as specified by the Bureau of Aeronautics. Bids have been 
solicited in accordance with the requirements of Part 2 of Section II of 
the Armed Services Procurement Regulation. 

2. Under said solicitation, five (5) bids were received, offering ma- 
terial at the following prices: 


Per pound 
a i iO a $5. 18 
a he tl ced ow bie 8. 63 
Peeentit hoe steal. eased aid idecwet sans 8. 68 
Pen Oa. noapic. 2. bess Saunas ~enboas 8. 75 
eeeetnsauG.scuudwrhe Jecuial Jueutew- lows 15. 90 


1 Disregarded due to mistake in bid upon advice of General Accounting Office. 
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3. These bids were rejected as unreasonable, and authority was ob- 
tained from the Secretary of the Navy on 15 October 1958 (D&F No. 99) 
to negotiate under authority of 10 U.S.C. 2304(a) (15). 

4. Based upon such authority to negotiate, prior notice of intention 
to negotiate and a reasonable opportunity to negotiate was given by the 
Contracting Officer to each responsible bidder listed above. 

5. The negotiated price of $7.15 per lb. offered by the._...__..___--- 
Company is the lowest negotiated price offered by any responsible sup- 

lier and is lower than the lowest rejected bid price of any sedponsible 
idder. 
Determination 


It is hereby determined that the price of $7.15 per lb. offered by 


Resttietel, bsg m hi MaE = wind Company is lower than the lowest rejected bid 
price of any responsible bidder, after advertising. 


Assistant Secretary of the Navy 


8-305.56 10 U.S.C. 2804 (a) (16) (ASPR 3-216): Purchases in the Interest 
of National Defense or Industrial Mobilization. The following are examples of 
&F’s under this authority: 


Ezample A: : 


DETERMINATIONS AND FINDINGS 


Authority To Negotiate Class of Contracts for Keeping Available Present 
Sources of Supply in the Interest of National Defense 


Upon the basis of the following findings and determination which I 
hereby make as agency head, contracts of the class described below may be 
negotiated with the.._.....----_-- Company and with the 
Corporation without formal advertising pursuant to the authority of 
10 U.S.C. 2304(a) (16). 


Findings 


1. This class of contracts consists of one contract with each of the 
above companies, each contract covering seventeen marine gyro-compass 
equipments, ship’s spare parts, and associated equipment therefor. This 
equipment provides ship’s heading, roll and pitch se ssesmee ame and further 
provides by conversion the necessary angular corrections for other equip- 
ment requiring this information which is not located on the centerline of 
this ship. The equipment covered by these contracts will provide the 
greatly increased accuracies required by new fire control, radar, and sonar 
systems being installed in new vessels. 

2. These two companies are the only manufacturers of marine gyro- 
compasses. Both companies undertook major development contracts, 
designed to provide substantially increased accuracies over existing equip- 
ment, in July of 1945. Each company has substantially completed this 
development, with a total cost of the two contracts of $2,222,000.00. These 
developments have each demonstrated the practicability of producing 
gyro-compasses of the required accuracies, and it is now desired to place 
production orders for the estimated requirements of these gyro-compasses 
in new construction through 30 June 1951. 
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3. The complexity and highly specialized nature of these gyro-com. 
passes limits the potential sources of supply. Neither of these companies 
alone has adequate productive capacity to meet the Navy’s requirements 
in the event of mobilization. In aati event, it is probable that Nag 
requirements will greatly exceed the capacity of both companies. There. 
fore, in addition to maintaining the productive facilities of both companies 
for emergency requirements, it is essential that their engineering and 

lanning personnel be available to train other companies in the manvy- 
acture of these equipments. 

4. Procurement of these requirements by advertising might require 
the award of this entire procurement to the lower bidder, thereby depriy. 
ing the other company of any marine gyro-compass production or develop- 
ment for approximately three years. It woutlh not be possible for either 
company to maintain the necessary facilities, personnel and know-how 
over this period; and such an award would therefore effectively eliminate 
one vital source of supply. 


Determination 


It is in the interest of national defense that the--------.--- Company 
og eel epee Corporation, which are the present sources of supply 
for marine gyro-compasses, be kept available for furnishing such suppl 
in the event of a national emergency, and procurement by negotiation is 
necessary to that end. 

This class determination shall remain in effect until 30 June 1949, 


Example B: 


DETERMINATIONS AND FINDINGS 


Authority To Negotiate Individual Contract Pi Making Available a New 
Source of Supply in the Interest of National Defense or Industrial Mobiliza- 
tion 

Upon the basis of the following findings and determinations which I 
hereby make as agency head, the proposed contract may be negotiated 

without formal advertising pursuant to the authority of 10 U.S.C. 2304(a) 

(16), with one of six ponstbie companies in the Eastern area of the United 

States, for 3’’/50 Steel Cartridge Cases, Mark 9. 


Findings 

1. The Bureau of Ordnance procured steel cartridge cases during 
World War II when brass became difficult to obtain. None of the com- 
panies manufacturing steel cases during the war evidence interest in peace- 
time production. 

2. It is anticipated that brass will again be in short supply in the 
event of another national emergency. 

3. At the present time there is only one company supplying steel cases 
to the Bureau. This company is located on the West Coast. 

4. It is considered essential that a new source of supply be developed 
to augment the present source inasmuch as that company does not have the 


capacity necessary to produce steel cartridge cases in the quantities re- 
quired in the event of an emergency. 
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5. It is considered essential that a new source of supply be developed 
in the Eastern area of the United States from the point of view of security 
as well as of availability to the Atlantic Seaboard. 


Determinations 


1. It is in the interest of national defense that a new source of supply 
for steel cartridge cases be made available in the Eastern area of the United 
States for production in the event of a national emergency, and procure- 
ment by negotiation is necessary to that end. 

2. The interest of industrial mobilization, in the event of a national 
emergency, will be subserved by making available such new source of 
supply. 

Bs descccbewes SH) ii ter Ol ere 26s Soe Che GUS Jon opeaeees cae 
Assistant Secretary of the Navy 


$-305.57 10 U.S.C. 23806(c) (ASPR 3-403.4 and 3-404): Method of 


Contracting. The following are examples of contracting officer D&F’s under 10 
U.S.C. 2306(c) for CPFF contracts. 


Example A: 


DETERMINATIONS AND FINDINGS 
Authority To Use Cost-Plus-a-Fized-Fee Type of Contract 


Upon the basis of the ae findings and determinations which 1 
hereby make as a Contractin cer pursuant to the provisions of 10 
U.S.C. 2311 and authority de aed the reunder, the proposed contract 
described below may be entered into on a cost-plus-a-fixe -fee basis pur- 
suant to the authority of 10 U.S.C. 2306(c). 


Findings 
1. The Proposes contract with -....-..---- (supplier) for _-_.---- 
oot uo et a or services) has an estimated cost of $ _..__----. 
plus a fixed fos SPO yori. , which is __.._% of the estimated cost 


exclusive of fixed fee. 

2. The exact nature and extent of the work covered by the proposed 
contract, and the precise method of performing that work, cannot be 
established in advance, but must be freely subject to improvisation and 
change as the work progresses. 

3. The costs of performing the work under the proposed contract 
cannot be accurately forecast so as to permit the undertaking of such work 
for a fixed price. 

Determinations 


1. It is impracticable to secure services of the kind or quality required 
without the use of the proposed type of contract. 
2. The estimated cost of the proposed contract, exclusive of the fee, is 


Contracting Officer 
, 
Department of the Navy 
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Example B: eas 


D&F No. ____ part 
DETERMINATIONS AND FINDINGS 


Authority To Use Cost-Plus-a-Fized-Fee Type of Contract as Least Costly 
Method of Contracting 
NOa(s) 8928 
Amendment No.7 
Upon the basis of the following findings and determinations which | 
hereby make as a Contracting Officer of the Bureau of Aeronautics, pur- 
suant to 10 U.S.C. 2306 and 2311, the proposed contract amendment may 
be entered into on a cost-plus-a-fixed-fee basis. 


Findings 


1. The above cited contract with the -...............{Contractor) 
covers the development and construction of five (5) AN/ART-25 radio 
transmitting sets, maintenance spare parts, handbooks of maintenance 
instructions, and monthly progress reports. The proposed contract 
amendment calls for the furnishing of an additional quantity of two (2) 
such AN/ART-25 equipments. 

2. The proposed contract amendment has an estimated cost of 
$19,470.00 and a fixed fee of $973.50, which is 5 percent of the estimated 
cost exclusive of fixed fee. 

3. A “Determinations and Findings,” No. 52, dated 15 June 1948, 
contains the determinations by the Secretary of the Navy that (i) the 
supplies to be procured under the proposed contract amendment are of a 
technical and specialized nature, (ii) the supplies to be procured under the 
proposed contract amendment are such as to require a substantial invest- 
ment and an extended period of preparation for manufacture, and (iii) 
procurement by advertising and competitive bidding may require duplica- 
tion of investment and preparation already made, and will unduly delay 
procurement. 

4. The basic contract for the development and construction of five (5) 
AN/ART-25 equipments is on a cost-plus-a-fixed-fee basis. The furnish- 
ing of materials and services under the proposed amendment would neces- 
sarily be so closely related to performance under the basic contract as to 
make segregation of operations and division of applicable costs difficult 
and uneconomic. Increased expenses of accounting and administration 
which would be necessary if the additional procurement presently desired 
were to be obtained under a type of contractual arrangement different from 
that of the basic contract would undoubtedly result in increased costs to 
the Government. 

Determinations 


1. The use of the cost-plus-a-fixed-fee method of contracting in this 
case is likely to be less costly than other methods. 
2. The estimated cost of the proposed contract amendment, exclusive 

of fee, is $19,470.00. 


BES, cratic « dda 


Contracting Officer 
Bureau of Aeronautics 
$-305.58 10 U.S.C. 2807 (ASPR Appendix E, Part IV): Advance Pay- 
ments. The example below is a Class Secretarial D&F authorizing provision 
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for advance payments in nonprofit research and development contracts with a 
particular educational institution. 


OS OO Sl eel SLD té‘i‘“ 


DETERMINATIONS AND FINDINGS 


Authority To Make Provision for Advance Payments in Contracts of a 
Designated Class 


Upon the basis of the following findings and determinations which I 
hereby make as agency head, and pursuant to the authority of 10 U.S.C. 
2307, any and all contracts of the proposed class described below, and any 
task letters or task orders issued thereunder, may provide for advance 
payments in any amount not exceeding the unpaid contract price or the 
unpaid price of the task letter or order, as the case may be, provided that 
(i) any such contract or task letter or order is executed as of a date on or 
before 30 June 1958 and (ii) the contractor gives adequate security as pro- 
vided in 10 U.S.C. 2307(c). 


Findings 
1. The proposed class of contracts comprises non-profit research and 
development contracts with -...... (Contractor)... 


2. No other contractor is available to furnish, upon terms satisfactory 
to the Navy Department and without provision for advance payments, 
the kind of desired research and development work performed by 


n°...) 
3. Even though the most expeditious methods of payments are em- 
ployed, ....... (Contractor)... cannot secure complete reimbursement for 


expenditures for a period of some two to three months after the date there- 
of. 

Orca. (Contractor). is unwilling to finance non-profit contracts of 
the proposed class out of endowment funds (which represent the contrac- 
tor’s only available capital), because to do so would result in a substantial 
and unreimbursable loss of interest earnings on such endowment funds. 

5. Failure on the part of the Navy Department to provide a satis- 
factory method of financing these contracts would result in (i) a sub- 
stantial reduction of the volume of research and development work now 
being performed by ...-.... (Contractor) , and (ii) a serious curtailment of the 
Navy Department’s research and development program. 


Determinations 


1. Provision for the advance payments referred to above is in the 
public interest. 

2. Provision for the advance payments referred to above is necessary 
and epprotninte in order to procure the required services under the proposed 
class of contracts. 


rarer 


Assistant Secretary of the Navy 
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3-306 Procedure with Respect to Determinations and Findings, 
8-306.50 Definition of Terms. As used in this NPD 3-306: 

(i) “Determination and Findings” (D&F) means the document syb. 
mitted for the signature of the Secretary, a Head of a Procur; 
Activity, or a contracting officer, granting authority to negotiate an 
individual contract (see ASPR 3-301); 

(ii) “Class Determination and Findings’? (CDF) means the document 
submitted for the signature of the Secretary, granting authority to 
negotiate a class of contracts; and 

(iii) “Request for Authority to Negotiate,” or ‘‘Request,” (referred to in 
form NAVEXOS 2759 as ‘‘Negotiation Clearance Memorandum”) 
means the memorandum transmitting the D&F or CDF to the Seere. 
tary via the Chief of Naval Material (M38). This memorandum 
(A) details the reasons why it is necessary to procure the supplies 
or services by negotiation rather than by formal advertising; (B) 
provides the additional data required by this NPD 3-306, and (C) 
includes supporting documents and information. 


8-306.51 Authority to Negotiate. The Secretary may authorize negoti- 
ation of either an individual purchase or contract, or a class of purchases or 
contracts, under any of the circumstances set forth in 10 U.S.C. 2304(a) 
specifically requiring such action (see ASPR 3-301 and 3-302). Contracting 
officers are authorized to negotiate without referral to the Secretary under 
certain specific circumstances (see ASPR Section III, Parts 2 and 3 particularly 
ASPR 3-304). 

8-306.52 Request for Authority to Negotiate an Individual Purchase or 
Contract. Form NAVEXOS 2759 (Request for Authority to Negotiate) shall 
be used in requesting authority from the Secretary to negotiate an individual 
purchase or contract. 

(a) Content of Request. The determination to formally advertise or to 
negotiate is governed by the specific facts in a proposed procurement. When 
the decision is to negotiate and Secretarial authority is required, the Request 
will set forth the basic facts in the following manner: 

(1) Description of the Item or Services to be Procured. A general 
description, in addition to the customary military nomenclature identification, 
is required in brief form so that it becomes clear to a non-technical reader what 
is being procured and its general application. The estimated value and the 
approximate number of items to be procured will be shown. The general 
description should cover with precision all supplies or services being furnished. 
This does not mean that it must be detailed in nature (technical details should 
be avoided), but it must be precise. There shall also be included an analysis 
of the quality of specifications and drawings. 

(2) Selection of Contractors for Negotiation and Supporting Data, An 
analysis shall be made of possible sources, indicating the extent of available 
competition. The identity and location of the contractors considered for the 
procurement shall be given. In addition, the production capabilities including 
available capacity shall be given for those companies selected for solicitation and, 
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where appropriate, the caliber of technical or scientific personnel to be employed 
on the work. A brief description of the basis of evaluation used in selecting a 
contractor should be furnished when the selection is based on technical skills, 
ability to produce, available capacity, and like factors. This is particularly 
important where such evaluations result in a reduction in the number of firms 
to receive requests for proposals. A sound justification must be presented 
whenever a qualified firm is to be excluded from a proposed procurement. 
The exclusion of apparently qualified firms must be briefly and clearly explained. 
An unexplained statement that ‘‘no other sources are considered qualified’’ is 
not acceptable. The statement that “XYZ Company is considered best quali- 
fied” should be supported. The following methods of selection should be 
avoided: desk evaluations without normal contact; selection by opinion; and 
confinement of the proposed procurement to a certain contractor because of a 
lack of manufacturing information or drawings which would permit competition 
where such information or drawings should have been obtained by the Navy or 
submitted by the contractor under a previous contract. In addition to the 
foregoing, the following information shall be furnished where appropriate: 
(i) the significance of the technical and specialized character of the item; (ii) 
the type and value of the substantial investment; (iii) the basis for representa- 
tion as to the advantageous lead time position of the selected contractor; (iv) 
the stage reached in the development or production of the item (such as what 
production run); (v) the relation to the proposed procurement of any prior 
experience (such as R&D or the furnishing of prototypes) ; (vi) an explanation 
of the urgency of the requirement, including the origin of the urgency represen- 
tations, when lead time is the basis for restriction of competition (such as 
undue delay in the procurement through use of formal advertising, etc.) ; and 
(vii) the circumstances surrounding the proprietary position of a contractor. 

(3) The Procurement Plan. The plan for handling the procurement 
and the method of award shall be described. The following are examples of 
such a description: (i) (where a number of named contractors are to be solicited 
fora R&D job) ‘Technical proposals will be solicited from the above-named 
firms after a conference on the objectives to be reached. Selection of the firm 
to perform the work will be on the basis of technical competence for research 
and development work.”’; (ii) (in the case of a competitive production item) 
“Award will be made tg the responsive, responsible supplier on the basis of 
best price.’ Where the absence of necessary specifications and drawings is a 
factor in contractor selection, the procurement plan should indicate what steps 
are to be taken to obtain them or at what point in subsequent procurements 
specifications and drawings will become available so as to permit competition. 
Where the procurement requirement is the result of termination or other 
unusual action on a prior contract, the circumstances should be stated. 

(4) Other Considerations. a. The Request shall contain a brief de- 
scription of the basis from which the estimated cost was derived. 

b. Where applicable, any unusual legal considerations should be 
described. 
c. The work in contracts negotiated under exception (11) is fre- 

quently related to other previous or concurrent contracts. In such cases, the 
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Request will include a brief discussion of the accomplishments leading to or the 
reason for the proposed procurement and the specific objectives of the Proposed 
procurement. (Also see NPD 3-2001.) 

d. When using exception (12), the Request should contain guf. 
ficient information about the item to be procured to identify the characteristics 
warranting a security classification. The simple statement that an item is 
classified is not sufficient. 

e. Requests based on standardizations under exception (13) 
should clearly identify the benefits of such action and the coordination accom. 
plished with the other Military Departments and DOD. (See NPD 4-206.2,) 

J. Future requirements or complete mobilization planning infor- 
mation should be furnished when the item is on the Preferential Planning List, 
when the proposed procurement is a step in an overall plan, or when use of 
exception (14) or (16) is contemplated. 

g. When exception (14) is proposed for use, the Request shail 
contain the following additional information on a sheet attached to form 
NAVEXOS 2759: 

(i) the date the requirement originated in or was received 
by the Navy requiring activity; 

(ii) the date when funds were made available or are scheduled 
to be made available; 

(ili) a statement as to whether the procurement represents 
all quantities for which requirements are known and 
funds, in whole or in part, are available (Where require- 
ments exist but the materia] purchased is to be delayed 
or ordered in increments due to the non-availability of 
funds, the purchasing plan for the entire requirement 
shall be furnished including a schedule covering the 
release of funds. The activity curtailing the use of 
funds will be identified.) ; 

(iv) a statement whether subsequent purchases of the same 
or similar equipment are planned; 

(v) the date the Purchase Request was received in the 
contract division, purchasing division, or equivalent, of 
the contracting activity; and 

(vi) in cases where the lack of technical data is restricting 
the proposed procurement to less than a reasonably 
competitive number of qualified suppliers, brief informa- 
tion shall be furnished as to the date such data is sched- 
uled in existing contracts, if any, to be supplied; the 
realistic date of availability; and action being taken to 
assure availability of such data at the earliest practicable 
date, including cases where there is a delinquency in 
contract performance with respect to such data. 


h. Such other pertinent information as is necessary for a proper 


understanding of action under the proposed exception to advertising shall be 
furnished. 
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(b) Specific Responsibilities. (1) Heads of Contract Divisions and Contract- 
ing Officers. The head of the contract division, purchase division, or equiva- 
lent, of the contracting activity (i) shall be generally responsible for the prep- 
aration of the Request and proposed D&F, and for all procurement plans and 
decisions discussed in the Request or based on the facts presented therein; 
and (ii) except as set forth in (2) below, shall sign the Request in the appro- 
priate space. He shall also be responsible for the accuracy of the facts pre- 
sented in the Request, except those furnished by another requiring activity 
as provided in (3) below. At the time of entering into a negotiated contract, 
the contracting officer of the contracting activity will ascertain that the D&F 
is consistent with the facts present at the conclusion of negotiations and will 
promptly initiate action to obtain a revised D&F when appropriate. 

(2) Head of Procuring Activity. The Head or the Deputy of the 
Navy Procuring Activity (as defined in ASPR 1-201) in which the require- 
ment originated shall sign the Request and include his recommendations 
whenever: 
a. exception (11) is proposed as negotiation authority and the 
estimated amount of the procurement is $1,000,000 or more; 
b. exception (12) or (14) is proposed as negotiation authority and 
(i) the procurement is to be negotiated with competition and 
the estimated amount of the procurement is $5,000,000 
or more, or 
(ii) the procurement is to be negotiated without competition 
and the estimated amount is $1,000,000 or more; 
c. exception (13) is proposed as negotiation authority; or 
d. exception (16) is proposed as negotiation authority. 


Such requests submitted by the Marine Corps, may be signed by the Quartermas- 
terGeneral or his Deputy. Where purchases subject to this subparagraph (2) are 
to be made by a contracting officer of the Bureau of Supplies and Accounts, 
the contracting officer will forward the Request to the Secretary via the Bureau 
having technical cognizance of the program for which the purchase is made, 
for signature of the Chief or Deputy Chief of such Bureau. 

(3) Requiring Activity. Where a contracting activity is to place 
a contract for requirements originating in another activity, the requiring 
activity shall furnish the contracting activity with information concerning the 
requirement, which will enable the contracting activity to prepare the Request 
and proposed D&F, and shall be responsible for the accuracy of such information. 

(4) Technical Personnel. a. In connection with that portion of the 
Request covering the selection of contractors for research and development, 
the responsibilities of technical personnel are set forth in NPD 3-2001. In the 
case of production contracts, it is the responsibility of technical personnel to 
furnish adequate information in the procurement request so that the con- 
tracting officer will have the facts on which to base a decision and will be 
able to provide the information required by (a) above. In connection with 
standardization, technical personnel shall follow the procedure set forth in 
NPD 3-306.54. 
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b. The project engineer or person responsible for initiating thh ~ withou 


Procurement Request upon which the Request is based shall be identified jn via th 
the appropriate box and his signature of approval of all representations under. |  Burea' 
lying the Procurement Plan will be affixed thereto. the m 
(5) Mobilization or Industrial Planning Personnel. When the pro- ™  Da&F. 
curement is for a Preferential Planning List (PPL) item or when the proposed : 
contract is one of several related contracts to be negotiated under exception covert 
(14) or (16), personnel concerned with mobilization or industrial planning respor 
shall be responsible for furnishing the necessary information on a current basis sary 1 
to the contracting officer. (c 
(6) Counsel. It shall be the responsibility of Counsel for the Con. two 

tracting Activity preparing the Request to review the D&F as to form and by th 
legality. Field purchasing activities of the Bureau of Supplies and Accounts a 
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without assigned Counsel shall forward the Request with the D&F attached 
via the Bureau of Supplies and Accounts for such review by Counsel for the 
Bureau of Supplies and Accounts. The Request shall be signed or initialed by 
the member of the Office of the General Counsel who reviewed the proposed 

F. 

” (7) Comptroller. In connection with that portion of the Request 
covering the availability and release of funds, (a)(4)e. above, it shall be the 
responsibility of the Comptroller of the requiring activity to furnish the neces- 
sary information on a current basis to the contracting officer. 

(c) Submission and Distribution of Requests and D&F’s. The original and 
two copies of both the Request (NAVEXOS 2759) and the D&F to be signed 
by the Secretary shall be submitted to the Chief of Naval Material (M38). 
Additional copies of the D&F under exceptions (13) (Standardization) and 
(16) (Mobilization) shall be prepared by the procuring activity for distribution 
after receipt of the signed D&F to any other interested procuring activities. 
The original Request, when approved, and the signed D&F will be returned 
to the initiating procuring activity. The two copies of each will be retained 
by the Chief of Naval Material. 

(d) Numbering instructions for Requests for Authority to Negotiate are 
set forth in NPD 1-403.51(e). 

(e) Coordinated Procurement. For procedures, see ASPR and NPD 
4206.2. 

8-306.58 Class Determinations and Findings (CDF’s). 

(a) When Authorized. CDF’s are used when obtaining authority to nego- 
tiate a number of contracts for the same or related items and the use of separate 
D&F’s would result in a repetition of the same set of facts. CDF’s may be 
approved only when: 

(1) Several procurements are to be placed with more than one con- 
tractor within a reasonable period of time (normally one year or less) and 
the items are in one outstanding requirement for which funds are available. 

(2) The character of the supplies or services is such that they can 
only be procured by negotiation. Such supplies or services include: 


(i) Standardized items of equipment which are to be procured in 
contracts negotiated under exception (13). 

(ii) Research and development programs which have not reached 
the evaluation lot or pilot production stage and are to be 
procured in contracts negotiated under exception (11). 


(3) The nature of the equipment is such that it is not only highly 
“technical and specialized’ but the requirement of military urgency or limited 
numbers of qualified proven producers (in the sense of facilities, investment, 
continued contractor interest, extensive preparatory time) preclude the use 
of formal advertising methods now and in the foreseeable future. This usage 
is generally confined to exceptions (14) and (16). This type of Class D&F 
requires the maximum in substantiation and is approved only where a fully 
supported clear case can be presented. 
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(b) Authorization Required. All requests for CDF’s must be signed by the 
Head or the Deputy Head of the Procuring Activity (including its field actiy. 
ities) in which the requirement originated. All CDF’s will normally be signed 
by the Assistant Secretary of the Navy (Material). Contracting officers are not 
authorized to sign CDF’s. In connection with CDF authorizations, contracting 
officers will assure that authenticated copies of the CDF are furnished to ap. 
propriate buying activities when the procurement is to be accomplished other 
than in the procuring activity originating the Request. 

(c) Period of Effectiveness. The time period for which a CDF is to be 
effective shall not exceed one year unless evidence is presented indicating the 
need for a longer period. For example, (i) CDF’s covering a standardized 
item should cover the period for which requirements are known or have been 
calculated; (ii) in research and development programs, anticipated progress 
should govern the length of the period of effectiveness. The period for programs 
subject to foreseeable change or for multiple contracts under an outstanding 
requirement should be limited to the period necessary to accomplish the 
stated purpose of the CDF. 

(d) Extensions of D&F’s. The continuation of a CDF beyond its effective 
date requires a new Request setting forth the basic need, the actions accom- 
plished under preceding authorized period, a forecast of the expected activity 
under the CDF, and a new effective period. 

(e) Reviews. The contracting officer should periodically review the 
continued necessity for use of a CDF particularly in those instances where the 
effective period exceeds one year. 

(f) Reports of Procurements under CDF’s. 

(1) Procurements valued at $300,000 or more require business clear- 
ance (Form NAVEXOS 2760). See NPD 1-403.50(c). 

(2) Procurements under the business clearance floor require notifica- 
tion by a report after execution (Individual Procurement Action Report, 
Form DD 350). The report shall be submitted promptly to the Office of 
Naval Material. Information under Item 23 (Remarks) shall, if appropriate, 
include a statement as to the competition solicited and a listing of the quota- 
tions received. Information under Item 16 shall include a citation of the 
applicable CDF number. 

(g) Content of Request for Authority to Negotiate under CDF’s. In addition 
to the information specified in NPD 3-306.52 above, the following shall be 
included in Requesis for CDF’s: 


(i) insert the word “Class” after the particular exception cited as the 
negotiation authority; 
(ii) state the estimated quantity and dollar value of contracts expected 
to be negotiated under the proposed CDF; and 
(iii) when the CDF covers a proposed standardization of equipment 
under exception (13), include statements of action taken in con- 
formance with NPD 4-206.2. 


(h) The Request shall be numbered in the manner prescribed in NPD 
1-—403.51(e). 
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(i) The original and one copy of the Request and the original and the 
appropriate number of copies of the attached CDF shall be submitted to the 
Chief of Naval Material (M38). The initiating procuring activity shall recom- 
mend the distribution of copies of CDF’s to other interested procuring activities 
of the Navy and other Military Departments by submitting an additional 
copy for each activity. Generally, at least four copies of the CDF shall be 
provided for distribution to other procuring activities. 
(j) After the CDF has been approved, the Chief of Naval Material (M38) 
will: 
(i) assign to the CDF an identifying number preceded by the letters 
“CDF”; 

(ii) return the original of the Request and the signed CDF to the initiat- 
ing procuring activity; 

(iii) distribute copies of the approved CDF to the other procuring 
activities as recommended by the initiating activity or shall direct 
distribution by the initiating activity, as appropriate; and 

(iv) retain for the Chief of Naval Material (M38) one copy of the 
Request for Authority to Negotiate and the attached CDF. 


(k) Whenever it is necessary to cite an approved CDF, both the symbol 
(BUO-10210) and the number assigned by the Chief of Naval Material (M38) 
(CDF 57-1) shall be used. 

$-306.54 Additional Procedure with Respect to Determinations and Find- 
ings under the Standardization Program (ASPR 3-213). 

(a) ASPR 4-206.2(b) and NPD 4~-206.2 set forth requirements for de- 
terminations and findings under ASPR 3-213 in coordinated procurement. 

(b) Within the Department of the Navy, where procurement involving 
standardization of technical equipment is required by one activity (Requiring 
Activity) but is to be effected by another activity (Procuring Activity), the 
procedures to be followed shall parallel those set forth in NPD 4-206.2 with 
respect to coordinated procurement. The Requiring Activity shall (i) prepare 
and obtain execution of the required D&F (unless a D&F applicable to the 
program involved has already been executed), (ii) include a statement in the 
requisition that the applicable D&F has been executed, and (iii) attach to the 
requisition two copies of the applicable D&F. The Requiring Activity shall 
preserve the original D&F and copies of all supporting documents, in accordance 
with ASPR 3-308. One of the copies of the D&F shall be used by the Procuring 
Activity to complete its contract files and, in accordance with ASPR 3-307, the 
other shall be sent to the General Accounting Office with the copy of the contract 
negotiated and executed thereunder. The Procuring Activity shall inform the 
Requiring Activity of any adverse circumstances affecting the proposed 
procurement. 


3-307 Distribution of Copies of Determinations and Findings. See 
NPD 3-306.52(c) and 3-306.53 (i) and (j). 
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3-403 Fixed-Price Type Contracts. 

$-408.3 Fizxed-Price Contract Providing for the Redetermination of Price, 

(a) Use of DD Form 784 (Cost and Price Analysis for Contract Pricg 
Redetermination). See NPD 16-207. 

(b) Requirement of ONM Approval for Retroactive Price Redetermination, 
after Completion of Contract. See NPD 1-403.50(c)(1)g. 

8-408.4 Fixed-Price Incentive Contracts. See NPD 3-305.57 for forms 
of Determination and Findings. 


3-404 Cost-Reimbursement Type Contracts. 

(a) See NPD 3-305.57 for forms of Determinations and Findings. 

(b) For the use of DD Form 1177 (Costs Incurred and Payments Received 
on Contract), see NPD 16-250. 
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Senator THURMOND. We will take a 5-minute recess now, and then 

we will have the testimony of Mr. Philip B. Taylor, Assistant Secre- 
of the Air Force for Materiel. 
(Shor recess. ) 
ator THurMOND. The subcommittee will come to order. 

Our next witness is the Honorable Philip B. Taylor, Assistant 
Secretary of the Air Force for Materiel. 

Mr. Taylor, we are glad to have you here. I understand you have 
aprepared statement. You may proceed with your statement. 


STATEMENT BY HON. PHILIP B. TAYLOR, ASSISTANT SECRETARY 
OF THE AIR FORCE FOR MATERIEL; ACCOMPANIED BY AARON 
J. RACUSIN, DEPUTY FOR PROCUREMENT; AND MAJ. GEN. W. A. 
DAVIS, DIRECTOR OF PROCUREMENT AND PRODUCTION, HEAD- 
QUARTERS, AIR MATERIEL COMMAND 


Mr. Taytor. Mr. Chairman and members of the committee, I ap- 
preciate the opportunity to appear before this committee in response 
to your invitation to discuss our effectiveness in achieving reasonable 
costs, prices, and profits. 

These procurement areas are considered to be of great importance, 
and have been the subject of intensive study by myself as well as senior 
Air Force officers and other personnel. ii made, and are con- 
tinuing to make, every effort to establish sound procurement policies 
and, perhaps equally important, to see that such policies are effectively 
executed so as to yield maximum benefits to the Government from the 
standpoint of economy as well as military strength. 

The cooperation of industry has been solicited in our endeavor to 
improve practices and procedures at the prime and subcontract level. 
The Secretary of the Air Force and senior members of the staff 
charged with the responsibility for Air Force materiel matters have 
conferred with top-level management of the principal missile, air- 
craft, and electronic firms. Considerable emphasis has been placed 
on the need for the coordinated efforts of industry and Air Force per- 
sonnel. As a specific example of our efforts, the then Secretary of the 
Air Force, Hon. James H. Douglas, the commander, Air Materiel 
Command, and I, conferred with industry management personnel at 
AMC Headquarters on October 21, 1959. The principal effort at this 
meeting was directed to securing the benefit of industry’s experience, 
in segregating and identifying the “soft. spots” in management, pric- 
ing, and subcontract effort, and in establishing practical guidelines 
for improvement in these areas. As a followon to this meeting, sev- 
eral groups were organized, consisting of Air Force and industry 
personnel, for the purpose of prescribing actions to improve the 
procurement process, 

Internally, we have placed into operation management and con- 
tractual procedures designed to improve the effectiveness of our con- 
tract pricing and management. These procedures have, we believe, 
corrected in large measure pricing deficiencies similar to those dis- 
closed in GAO reports of the period 1952 to 1958 on defense contracts. 
Tn detail, these procedures are as follows: 

1. A requirement was established by the Air Force in early 1958 
for contractors to certify that all available cost data in proposals are 
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current, complete, and accurate and made known to the Air Force 
negotiating team. The Department of Defense has now adopted this 
policy for all services. This certification requirement extends to first. 
tier subcontractors. Instructions have been issued to our procure. 
ment personnel that they are not to rely solely on the certificate exe. 
cuted by the contractor. Prior to any agreement as to final prices, 
they should perform a thorough analysis of the contractor’s proposal, 
obtaining assistance from the Air Force auditors when appropriate. 
Moreover, they should ascertain that they have, in fact, been furnished 
with current pricing data; that appropriate competition has been 
obtained ; and that the proposed type of subcontract has been evaluated 
as to appropriateness. 

2. In.June 1959, General Anderson, commander, Air Materiel Com- 
mand, issued a directive, together with detailed guidance, to all Air 
Force procurement activities covering the following matters: 

(a) Pricing management. 

(6) Procurement field organization and auditor assistance. 

(c) Purchasing system surveys. 

(d) Estimating system surveys. 

(e) Subcontract pricing. 

(f) Procurement personnel training. 

Procurement activities are required to report the results of actions 
accomplished to improve each of the specific areas cited, together with 
constructive recommendations designed to minimize or eliminate the 
recurrences of previous deficiencies. We will continue to pursue these 
matters aggressively. Whenever such recommendations prove effec- 
tive, they will be offered to the other services for such application as 
may be deemed appropriate under the circumstances. 

3. Comprehensive use is being made of audit personnel for the pur- 
pose of obtaining quality cost analyses. Moreover, the audit person- 
nel staff is currently being expanded to increase the scope and magni- 
tude of its activities in this area. The joint efforts of price analysts 
and auditors in the analyses of costs have proven to be very effective. 

4. On July 9, 1959, General Anderson convened a symposium at 
Headquarters, Air Materiel Command, for the purpose of discussing 
contract administration and pricing problems and to consider and sug- 
gest corrective actions. This meeting was attended by all principal 
procurement and production personnel, the directors of procurement. 
the chiefs of air procurement districts, the Air Force plant representa- 
tives, price analysts, auditors, and so forth. Attention was concen- 
trated on continuing importance being accorded this problem by 
high-level management, and thus give the necessary stimulus to the 
efforts of our field personnel. 

5. In October 1959, the commanders of Air Materiel Command and 
Air Research and Development Command were required to conduct 
critical reviews of all requirements which had been or were being 
established with the object of eliminating any “gold plating” of 
weapons systems, and in addition to reemphasize the Air Force cost- 
reduction effort. 

6. The “Air Force Guide for Pricing,” published in November 1959, 
provides comprehensive guidance on this critical subject to Air Force 
procurement personnel. Moreover, it includes a detailed discussion 
of the techniques to be utilized and such precautions as are to be 
observed in the analysis of prices. 
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7, In our efforts to achieve greater efficiency of our management 
capability in the contract pricing and management areas, we continue 
to place substantial reliance upon the improvement of our performance 
through education of personnel. In fiscal year 1960, the major educa- 
tional effort consisted of a series of courses, including advanced pric- 
ing and advanced contract administration, directed toward the man- 

nt of the pricing function. Eligibility to participate in this 
training peeeneasbe that the individual concerned has received the 
ter part of his technical training through experience, on-the-job 
training, local classroom training, and self-development. It is antici- 
ted that by the end of 1960, approximately 1,350 personnel will 
ae participated in the procurement-production training program. 
With your permission, we will submit for the record a statement set- 
ting forth the details of our training program. (See p. 264.) 

th addition, we have issued instructions in the following areas: 

(a) The necessity for evaluation of prospective contractors’ past 
cost records during the source selection procedure. 

(b) Effective preaward surveys of contractors’ capability. 

(c) Examination of contractors’ overhead cost patterns. 

(d) A firm “make or buy” policy. 

(e) The review and evaluation of product improvement projects. 

(f) Frequent Air Force management reviews of contractor per- 
formance. 

As you can observe from the foregoing, the Air Force is conducting 
a comprehensive and determined campaign to improve the proficiency 
of its contracting process by strengthening its pricing procedures. 

We believe that actions are producing satisfactory results. Some 
specific examples have been brought to my attention which demons- 
trate that cost reductions and management improvements have in fact 
resulted from our efforts in the contract pricing and management 
areas. 

As an example, one Air Force contractor has entered upon a vigor- 
ous program for reduction of costs. In four subcontracting actions, 
price reductions in the amount of $1.7 million were effected. There 
are also favorable indications that there may be reductions in engi- 
neering personnel as well as in leased industria] property costs. 

In another case, a reduction of 6 percent in indirect expenditures 
was accomplished by one of our major contractors. This amounted 
to approximately $6.5 million and was achieved by changes in organ- 
izational structure. 

In still another case, a recent purchase system survey, conducted at 
a principal airframe contractor’s facility, disclosed deficiencies in this 
contractor’s purchasing system. The contractor failed to take timel 
and constructive action to correct such deficiencies even though af- 
forded an opportunity to do so. As a result, the approval of the 
purchasing system was withdrawn effective, February 1, 1960. There- 
after the limitation for the award of fixed-price subcontracts without 
Air Force approval was reduced from $100,000 to $25,000. In addi- 
tion, all samen orders over $1,000 awarded either to a sole source 
or other than to the low bidder are being reviewed and approved by 
the Air Force. It is anticipated that another purchase system survey 
will be conducted in May 1960, at which time approval of the con- 
tractor’s purchasing system will be senile if the deficiencies 
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have been corrected. As a result of the Air Force actions ip this 
ease, subcontract prices were reduced by $658,742. 

I should like now to mention briefly the types of contracts we yg. 
in our procurement practices. These have been presented in some 
detail by the Department of Defense witnesses to your committes 
on February 8 and 9 of this year. As stated to your committe 
during this presentation, the selection of the appropriate contract 
type is essential to achieve the ultimate benefits desired by the Gov: 
ernment—the timely delivery of required equipment at a fair and 
reasonable price. We constantly stress to our personnel the impor. 
tance of the selection of an appropriate contract type and our con: 
tract review and a groups give close attention to this matter 
in their activities. In fiscal year 1959, 96 percent of our total’ pro- 
curement dollars were obligated on contracts of the followin desig- 
nated types, not because of an expressed preference for uch types, 
but because these ty were considered to be appropriate in each 
instance in which eiseites 





Type 





Dollars | Percent 

| | of total 
FANG DENID dxinos 045504--4e0-<appnnsascyt--444ep meats 6424 6544-- cp aes - 245-4 2, 026, 822,000 18.8 
se ee ee | 369, 297, 000 3.9 
Cost plus fixed fee and cost plus incentive fee _...............-.-.--.-.-------- | 5, 272, 784,000 48.4 
I A | 2, 683, 072, 000 24.9 


There are two additional areas of our procurement operation which 
I desire to discuss. The first concerns our efforts to increase the 
availability of drawings and specifications for procurement purposes, 
and the second, our processing of determinations and findings to 
authorize the use of negotiation in the exceptions cited in 10 U.S.C. 
2304(a) (11) through (16). 

We fully recognize the need to increase the availability of drawings 
and specifications as a means of increasing the volume of competitive 
procurement. We are constantly striving to this end, and notwith- 
standing the multitudinous problems in this area, as described in the 
presentation to your committee earlier this year, we are making pro- 
gress. The most significant efforts in this respect are: 

(a) Project Medal is a | ara which provides for the acquisition 
of drawings in the form of microfilm affixed in an aperture in a punch- 
card which can be processed by automatic data processing equipment 
and reproduced in full scale with suitable equipment. The use of this 
method of maintaining drawings will éimplity the problems previously 
faced in this herculean task involving keeping current many millions 
of drawings. The use of the aperture card, which can be processed 
electronically, will simplify the checking, updating, storage, and 
maintenance of drawings markedly and place this problem on a man- 
ageable basis. 
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(>) A program to have drawings and specifications for replenish- 
ment spare parts reviewed by technicians and engineers to determine 
their suitability for use in competitive procurement. This program 
was service tested in fiscal year 1959 and in excess of 1,000 line items 
of noncritical parts, which would previously have been procured on a 
sole source basis, were procured competitively. The program havin 
been found feasible, has been instituted throughout our Air Materie 
Gommand system. 

Turning now to the processing of determinations and findings, it is 
significant to note that in fiscal year 1959, 73 percent of the procure- 
ment dollars expended by the Air Force were obligated on purchases 
negotiated under exceptions which required secretarial approval in 
accordance with 10 U.S.C. 2304(a) (11) through (16). ATI such find- 
ings, except for research and development work, are submitted to me 
for approval. The Assistant Secretary for Research and Develop- 
ment approves the determinations in the research and development 
category. 

fering fiscal year 1959, approximately 800 individual and 35 class 
determinations and findings were approved. This represents the final 
review stage in an often time-consuming series of reviews through 
the various Air Force echelons of command. Considerations such as 
cost, the nature of the supplies or services being procured, delivery 
schedules, the extent of competition, and the availability of specifica- 
tions and drawings, are thoroughly scrutinized before secretarial ap- 
proval is given in this vital area. I want to assure your committee 
this is not merely a cursory review. 

The format of the determinations and findings has been standardized 
in order to insure that the requirements of law are met, and a clear 
statement is included setting forth the ultimate facts to justify a de- 
termination to use negotiation. However, in addition to the 
standardized determination and finding, we require a more detailed 
and comprehensive statement of all facts concerning the intended pro- 
curement. This statement becomes the working document for our 
investigation into the background and details of the request for 
authority to negotiate. The statement then becomes a permanent 
part of the procurement file. 

Mr. Chairman and members of the committee, I have reviewed for 
you the vigorous efforts we have taken to cope with deficiencies in 
pricing contracts, the administration of prime contracts and subcon- 
tracts, and in the two important areas of availability of drawings and 
specifications and the processing of determinations and findings. Let 
me assure you that there is no complacency on our part. Sustained 
efforts are continuing to effect improvement and maintain the highest 
possible performance in the grave responsibility of spending the tax- 
payers’ money. We cannot attain perfection so beneficial results will 
act as a spur to greater effort on our part. 
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This completes my prepared statement. I have with me today Mr 
Racusin, my Deputy for Procurement, and Maj. Gen. W. A. Dayig 
the Director of Procurement and Production at Headquarters, Air 
Materiel Command, to assist me in answering your questions. 


Arr Force ScHoo. or Logistics (AFIT), CALENDAR YEAR 1960 


Procurement and production training courses 


Course Students 
Procurement : programed 
eo cntdignen-en ang-e-soen diperchanet=n -rersrare nap 150 
enveneen peecmiee 2 Ce ll hes ee See 75 
Eolsepie Ot: pee. aia. Soe ad a a Se ke a elo 150 
DATOROR WITIRG nage — oie ns oe pene een ste nee nine eo dasigs 125 
Principles of contract administration_.......-..----.---.-----._. 125 
Advanced contract administration_----_-.--__---------------- LL 100 
Advanced base procurement management-_-_-_.....__..___-__________ 200 
Industrial property management____._.-__.____-__----______ 100 
i arlinceiteeadinteaeniiiinnttnnnd nme nwenneiheremenenemahiae 1, 025 
Production : Ths 
PO atn.. 6. LOS he Ssk 2 _ ik 2 ee 15 
Production management seminar____...._.___--------+--------._L %5 
I el el nent enensi nse ies meee 150 
SN ted aie ee ne Se a ae 300 
CN BIR rts tad joie ish es eens seed poste pes sucasi ie * 1, 825 


1 This does not include 50 students programed for the 14-week advanced pricing course 
being conducted outside the Air Force School of Logistics by Harbridge House, Ine. This 
course is being consolidated with the School of gistics (AFIT) course on advanced 
pricing in 1961. 


AMC Losistics EpUCATION CENTER PRINCIPLES OF PRICING 


It is the purpose of this course to present to class participants an organized 
group of principles pertaining to Air Force pricing, which have been developed 
through many years of experience, and to develop more proficiency in the skills 
of analysis, projection, and in negotiation or prices. 

The course content represents information, ideas, and techniques widely held 
by Air Force and their contractors to be good pricing practices. Techniques in 
pricing are observed from the viewpoint of both the Air Force and the contractor. 
It is felt that such an approach will produce a broadened view toward the prob- 
lems of understanding the nature of a reasonable price. Since Air Force procure- 
ment consists largely of production contracts, an understanding of a contractor's 
operations which generate costs and his methods of estimating and controlling 
such costs is highly desirable to understand a good price. The best and latest 
methods of price and cost analysis by Air Force analysts are organized and 
presented in the course. 

The skillful use of cost and price analysis tools are preliminary to the skill- 
ful use of good negotiation techniques, and because the two techniques are in- 
separable to produce a good price, the course includes a complete and thorough 
treatment of negotiation techniques. These techniques are those which are 
widely recognized by professional negotiators to be essential for high level 
performance in this art. The functions of negotiation are considered from the 
viewpoint of the Air Force and the problems peculiar to Air Force negotiation 
but the principles are also studied from the viewpoint of a broader scope. 

The subject matter will be presented by speakers well qualified in specialized 
areas, by demonstrations, films, and class discussions. 

Prerequisites : GS-7 through GS-11; GS-12 in exceptional cases; plus 1 year 


experience in Air Force or industrial procurement or equivalent college work in 
related areas. 


Duration of course is 8 weeks. 
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AMC Logistics EpucaTion CENTER—ADVANCED PRICING 


The course in advanced pricing is designed for those who are seeking answers 
to pricing problems which more nearly fulfill the needs of procurement. The 
s chosen are those representing the more persistent and vexing ones 
faced by Air Force procurement personnel and which they have found in their 
experience difficult to solve. Various approaches to the solution of such prob- 
jems are considered and studied, representing the best thinking on the part of 
those who axe working with such problems consistently. As much emphasis is 
placed on analyzing and understanding the problem:as in finding the solution. 
Solutions to such problems cannot be categorical but relative to the needs of the 
ment situation, therefore, different approaches to solutions must be con- 
sidered to enable the best choice to meet individual needs. 
Three areas of problems are represented: (1) Pricing problems, (2) special 
ent problems, and (3) negotiation problems. These areas represent 
the special emphasis of the problems selected, but the price problem is central 
and pervades through all areas. 

Classroom activity is organized on the basis of maximum class member par- 
ticipation. Cases are used to demonstrate the nature of a problem in a particu- 
lar setting. The discussion of each case will point to the need for further 
analyzation of the problem which it represents.’ Class participants, organized 
in teams, will present the analyzation of assigned problems, point to alternative 
solutions, and suggest the best solution. Guidance for the teams in handling 
their assignments of problems will be given by the course director. 

Prerequisites are: (1) The successful completion of the course in principles 
of pricing (as organized in fiscal year 1960) or the advanced pricing school 
(Harbridge House); and (2) 5 years of active participation in military pro- 
curement activities involving the determination of prices; and (3) GS-12 civil 
service rating or a military grade of major. Exceptions to (1) above may be 
requested. 

Duration of the course is 4 weeks. 


AMC Logistic8 EpUCATION CENTER—PRINCIPLES OF BUYING 


This course offers Air Force buyers an opportunity to improve their buying 
and contracting skills. Purchasing methods which reflect Department of De- 
fense and Air Force policy will be explored in order to fully acquaint buying 
personnel with the job areas which require the application of specific laws and 
regulations and the job areas which entail the application of basic purchasing 
know-how. 

The technical phase of the course will stress the central procurement process 
in order to define problem areas and discuss ways to correct them. Sessions 
will be included on price, delivery, and quality analysis; the buyer’s responsi- 
bilities in regard to specifications; analysis of comparative prices and costs as 
the basis for negotiations; selection of appropriate contractual provisions; ne- 
gotiation planning and strategy; market conditions and their significance to 
industry; and other topics designed to help buyers meet the acquisition objec- 
tives of the Air Force logistic mission. 

The management phase of the course is intended to contribute to the kinds 
of skills and abilities related to the nonregulatory aspects of buying. Sessions 
will be included on improving communication skills, increasing planning effec- 
tiveness, factfinding, problem analysis, and office management controls and 
techniques. 

The majority of the session will be lecture discussion. Case problems, group 
work projects, and role playing will be utilized to continually relate lecture 
topies to on-the-job responsibilities. 

Candidates for this course are expected to be familiar with basic Air Force 
procurement policies and procedures, and standard forms and reports. Either 
through experience, on-the-job training, or an Air Force-sponsored basic training 
course in procurement. 

The duration of this course is 4 weeks. 
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AMC Loeistics EDUCATION CENTER—ADVANCED BUYING CouRSsE 


The objective of this advanced course, which is designed for buyer and pro- 
curing contracting officers, is to add to knowledge in negotiating and contracting 
Participants will be introduced to the latest developments in the fields of pur. 
chasing and contracting with the objectives of insuring not only an awareness 
but also an understanding of these new and current concepts. 

The initial phase of the course deals with the relationship of buying to the 
logistics process and will include coverage of recent trends, developments, ang 
changes in the Air Force organization for procurement, and supply. 

The second phase of the course is devoted to skills which are necessary to 
achieve proper action in the decisionmaking areas of procurement, such as (1) 
adequacy of specification, (2) determination of method of procurement, (g) 
analysis of contractor quotations, (4) selection of contract type, and (5) award 
of contract. Subject matter includes scientific methods, technical know-how, the 
team concept, and the importance of proper and adequate communications, Sup- 
plementing these skills will be the coverage of the material management cop- 
cept, competition, price and cost analysis, contracting, evaluating vendor per. 
formance, and reports to management. 

Presentation of material will be accomplished through a combination of lee. 
tures, group discussions, case studies, and other techniques which are participa- 
tion oriented. 

Prerequisites for participation are a minimum of 3 years’ buying experience, 
The course is not to be considered appropriate for those engaged in local pur- 
chase activities. These qualifications presuppose a working knowledge of regu- 
lations, procedures, and Government procurement policies. 

Duration of course is 4 weeks. 


AMO Logistics EpvucaTION CENTER—PRINCIPLES OF CONTRACT ADMINISTRATION 


The course is designed as a comprehensive approach to the broad area of con- 
tract administration. The purpose is to provide familiarity with knowledge and 
skills which are vital to the administrative contracting officer. 

Major emphasis is placed on knowledge which is important for effective con- 
tract management. The approach is one which sets forth fundamentally sotind 
principles and practices in each subject area. The course begins with an analysis 
of the administrative task by type and kind of contract to provide a background 
for the subject matter which follows. Attention is then devoted to accounting 
systems approval, voucher processing, wage and salary approval, acceptance of 
insurance, incentive payment, and pension plans, purchasing systems approval, 
the funding cycle, contractor financing and secondary administration. Post- 
award pricing problems in relation to spare parts, redetermination, contract 
changes, overhead and negotiation techniques receive generous treatment. The 
specialized knowledge phase is concluded with an explanation of the principles 
of contract termination, settlement, plant clearance, and claims. 

Emphasis is also placed on those skills which are fundamental requirements 
for an administrative contracting officer. Stress is placed on the establishment 
of a team effort, motivation, effective delegation, managerial communication, co- 
ordination, conference leadership, problem solving and personal efficiency. There 
is direct correlation of these skills to the job performance of the administrative 
contracting officer. 

Students are encouraged to engage in discussion with the class. Application 
of the lecture material and development of skill is accomplished with pre 
pared cases which are analyzed and discussed using panels, mock negotiations and 
role playing. Periodic examinations are scheduled for the purpose of assisting 
the student to measure his own progress. There is a daily reading reference 
which should be studied before each class. 

Selection of students to attend this course should be limited to administrative 
contracting officers, military or civilian, contract specialists, cost analysts, and 
other Air Force personnel of grade GS-7 or higher, who have been employed by 
the Air Force for at least 1 year, who are engaged in duties of, or closely related 
to contract administration. Particularly those procurement personnel who have 
the potential to become administrative contracting officers are most appropriate. 
The design and selection of course subject matter presupposes that the students 
are familiar with existing policies and instructionss pertaining to contract 
administration. 

The duration of this course is 5 weeks. 
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AMO LoeIsTICcs EpucaTION CENTER ADVANCED CONTRACT ADMINISTRATION COURSE 


The course is intended to add to the administrative contracting officer’s under- 
standing of his role in the logistics process and to develop a strong sense of his 
interdependence among organizational units within the Air Materiel Command. 
The course is problem oriented and is designed to increase the administrative con- 
tracting Officer’s effectiveness in identifying, analyzing, and solving problems 
which he faces in his work. 

Course content and the selection of teaching methods also aim toward further 
development in the ability of the administrative contracting officer to evaluate 
contractor capability and performance. 

The technical phase of the course emphasizes functional areas such as a review 
of post award pricing concepts, practices and advanced techniques, industrial cost 
estimating, the generation of costs, their behavior and acceptability for Govern- 
ment payment, and major consideration in equitable termination, adjustment and 
settlement contracts, plant clearance and claims. 

The application of decisionmaking to those specific functions of the adminis- 
trative contracting officer which draw upon personal resources; trends in con- 
tractor management ; and the development, installation, and use of control devices 
to effectively manage Air Force contracts represent a few of the subjects which 
will afford participants a unique opportunity to improve their managerial skills. 

Group discussions will be used extensively in order to relate subject matter to 
job performance to bring about a mutually beneficial interchange of ideas and ex- 

rience directed toward the solution of common problems. Each participant 
will be given a research assignment which will require outside class reading from 
textbooks as well as class reading from current Air Force and management peri- 
odicals. These will be prepared and used as the basis of informal reports to the 
class during the last week of the course. 

The course is designed for full-time administrative contracting officers or ter- 
mination contracting officers who have attended a previous administrative con- 
tracting officer’s course sponsored by Headquarters Air Materiel Command. 

The duration of this course is 4 weeks. 


AMC Logistics EpucATION CENTER ADVANCE BASE PROCUREMENT MANAGEMENT 
SEMINAR 


This seminar is designed to broaden understanding of the base procurement 
and to provide added insight into the relationship of base planning, budgeting, 
and programing to the numerous functions of base procurement. 

The technical phase of the seminar will emphasize the various steps of the base 
procurement process. Included in this phase will be subjects such as small pur- 
chase techniques and procedures; programing for base materiel and nonpersonal 
service requirements; contract administration and termination especially in re 
gard to architect-engineer, construction, maintenance, repair and other base needs 
for service and facilities ; and various other subjects which will give participants 
an opportunity to learn more about base procurement operations and problems. 

The management phase of the seminar is intended to add to the administrative 
skills of base personnel. Sessions will be previded in how to communicate effeec- 
tively, how to improve supervisory ability, fundamentals of problem. solving, 
local community public relations, and other subjects which will give base person- 
re an opportunity to improve the kind of skills required for effective base opera- 
tions. 

Lectures will be followed by group discussion which will utilize case problems, 
participant panel presentations, and group projects in order to relate seminar 
content to base procurement functions and problems. 

The purpose of this course is to supplement training received through the 
0B6621 course, Amarillo, Tex., and Command OJT programs. Attendance should 
be restricted to individuals presently oceupying or being considered for supervi- 
sory positions within base procurement. Eighty percent of student load are from 
major air commands other than AMC. 

The duration of the seminar is 4 weeks. 
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AMC Logistics EpucaTion CENTER 


INDUSTRIAL PROPERTY ADMINISTRATION SEMINAR 
(Procurement 160) 


The Industrial Property Administration Seminar is designed to provide an ex 
ecutive training program through which Air Force officers and civilians with 
a logistics background will become proficient in property management. The 
course is designed to increase the individual's ability to: (a) analyze and re- 
fine present property control techniques and systems, and (b) originate and im- 
plement new methods which will result in the increased economy of operations 
and improved property control. 

a SoD er tii will emphasize the following areas: 

ob of the property administrator is develo in terms of backgro 
relationships. wet . und and 

In tools, techniques, and control, the managerial aspects of pro dmin 
tration are explored and the methods and controls are surveyed tenes of . 
property administration function. The techniques and tools employed are re- 
lated to such subjects as planning, organization, procedures, quality control 
production control, physical inventories, cost accounting, system analysis, com. 
munications, report writing, and decision making. 

Under adjustments is explained the process of protecting the interest of the 
Government from loss at the hands of the contractor. 

Finally, in conducting the surveillance program, the concept of the systems 
survey is developed in terms of property management in which certain man- 
agerial tools and techniques connected with surveys are discussed. 

Methods of instruction in this seminar are based on panels, workshops, case 
studies and class discussions. 

The Industrial Property Administration Seminar is a 4 week course conducted 
full time at Wright-Patterson Air Force Base, Ohio. 

Military or civilian personnel (GS-9 or higher) actively engaged in or closely 
associated with administration and control of Government property in the pos- 
session of contractors. (Exceptions will be considered on an individual basis.) 


CouRsE TITLE: PRODUCTION ANALYSIS 


The objective of this course is to investigate the middle management function 
as it relates to modern industrial production processes and to determine the re- 
lationship of these processes to special Air Force operations. This will be ac- 
complished through (1) an examination of the responsibilities and methods of 
industrial middle management, (2) the application of related principles to the 
areas of production, forecasting, and control, and (3) the visualization of the 
production program in an actual operational environment. 

The course includes personnel requirements in production analysis, the scope 
and method of production analysis, on-location job training programs, and ap- 
plications of practice and experience. 

Prerequisites: Civilians GS-9 through GS-12 or officers first lieutenant 
through major who are journeymen production specialists in production func- 
tions and who are dealing directly with industry. 

Duration: 8 weeks (3 weeks at the School of Logistics, WPAFB; 4 weeks at 
an industrial facility ; 1 week at the School of Logistics). 


Senator THurmonp. I wish to thank you, Mr. Secretary, for your 
illuminating statement. 

T have a few questions. 

Would you please furnish the number of determinations and find- 
ings under exception 11 that were processed by your office during 
fiscal year 1959. 

It would be helpful if you also show the number of proposed deter- 
minations disapproved by you and the number of class determinations 
involved in the total. 

Mr. Taytor. We can furnish that for the record. 
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(The tabulation referred to is as follows :) 


D. and F.’s approved and rejected by the Air Force, fiscal year 1959 














Exception Approved Rejected 
IO 60a te ae eneitsasknhetnatunagecthtempasasesgiotennss 515 45 
SS Chae. 8.0. 22022 CE NE LL La 7 ; 
OD td elk ne hinnanh 1 apedeven Gurienee-beneraees tenets 1 0 
motets) EEC caigurcesticarartdigrersscakarssegereteseqeetonasatie 0 0 
MEN OA VEING 3 5 5.4) 55 4 <5 fdisk igs 0 5 = assed é cpmcicedo de gett ogs-= 277 8 
ls ares oneanctuticiassncncenssoupaccusvacccsccapanctased 18 1 
EINE a 23 ion cvccccnsssadaosscwcadsbocebsussigseanebbbauweces 2 0 
I SE cn olan reais wineniendinnas bienditr webbemnneeden 3 0 
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Nore.—Of the 833 approved, approximately 100 were returned during processing for the purpose of having 
additional information provided or significant points clarified. 


Senator THurMonpb. The Air Force apparently uses exception 5 
to negotiate contracts with services of educational institutions twice 
as much as either the Army or the Navy. Could you suggest any 
reasons for the Air Force using this exception more extensively than 
the other military departments! 

Mr. TayLor. General Davis, I think, can best answer that one. 

Senator THurMonp. General Davis, we will be glad to hear from 
you on that. 

General Davis. Well, I think there are some very pertinent facts 
that appear in the statistics that you have in front of you. 

I think I have the same figures. In other words, the scope of our 
activity, both in dollars and numbers of contracts, is significantly 
larger than the other two services combined. 

might note that the R. & D. (research and development) — 
priation for the Department of Defense totaled a little over $5 million 
14.8 percent of that was contracted for by the Army; 24 percent by 
the Navy ; and 61 percent by the Air Force. 

So, the percentage of the research and development business that 
was contracted for by the Air Force was, of course, almost twice as 
large as the combination of the contracting done by the other two 
services. 

I think this is really the principal answer. 

I have more details, if you desire them, on what agencies processed 
these particular actions. 

Senator THurmonp. If you would like to put anything further in 
the record on that point, you are at liberty to do so. 

Now, during the fiscal year 1959, all the military departments used 
incentive contracts in a total of 6,480, of which total the Air Force 
used 4,430. 

Both the Comptroller General and the Chairman of the Renegotia- 
tion Board have pointed up the hazards involved in the use of incen- 
tive-type contracts. 

Would you give us your justification for the Air Force’s extensive 
use of incentive contracts? 

General Davis. First, I would like to point to the statistics there. 
They look tremendous. But these are actions that come out of the 
reporting system and are not prime contracts. 
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Obviously, we don’t let that many prime contracts for any. given 
year in this particular form of contract. 

Secondly, I would like to indicate that the Air Force does not favor 
the incentive contract over any other form of contract. But we apply 
it only in those instances where we think the best—it best suits the 
procurement job. 

I would like also to point out that the Air Force’s use of the incen- 
tive contract has not increased substantially over the last 5 fiscal years, 
As a matter of fact, it has remained relatively constant, at about the 
percentage it is now. 

It has gone down some in the intervening 5 years, but it has stayed 
relatively constant over a 5-year period. 

I think the low percentage of the other form of fixed-price contract 
is occasioned by the fact that we are in an R. & D., research and de- 
velopment, period, in which the CPFF contract is required more and 
more. 

But we still do have enough production-type procurements to make 
that the incentive contract is appropriate. And we have found it to be 
very effective, a very effective procurement tool, and have continued 
to use it. 

Senator Tuurmonp. Did you say this 4,430 I referred to was pro- 
curement actions and not incentive contracts? 

General Davis. They are procurement actions on incentive con- 
tracts. 

Senator Tuurmonp. Could you tell us how many of the 4,430 are in- 
centive contracts? 

General Davis, The figure as of March this year, we had a count, 
was 238 prime contracts in being. That is airplane and missiles only, 
but that is the bulk of the business. And all the rest of the figures 
reported there would bz supplemental agreements, change orders, and 
that sort of thing, to the prime contracts. 

Mr. Racustn. Mr. Chairman, every action that is taken under an 
existing contract in the form of change orders to reflect engineering 
changes, repricing actions, additions of money to the contract, all of 
these are enumerated as producement actions, and reported as such, 

That is why we want to emphasize that it doesn’t necessarily follow. 
that where the tabulation of data shows a significant number of actions, 
that that. represents an equal number of contracts. But those’ are 
numbers of actions taken under existing contracts that are out- 
standing. 

Mr. Tayvor. It might well be that on a particular contract, you 
might have 100 actions or 50 actions during its life. And that would 
enter into the statistics you have there, of total actions. 

Senator THurmonp. Mr. Secretary, is there available within ‘your 
Department. any statistical comparison of costs, prices, and profits 
under different types of contractual arrangements ? 

By this I mean have you compared costs, prices, and profits under 
fixed-price contracts with costs, prices, and profits under other types 
of contracts such as incentive, redeterminable, or cost reimbursement 
types? 

Mr. Taytor. We can give you, I wouldn’t say absolutely complete 
data. It would be selected data for a period. We can supply that. for 
the record, if you would like. 
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Senator THurmMonpD. Well, if you dont’ have the information now, 
we would be pleased to have you put it:in the record. 

General Davis. I would like to point out, Mr. Chairman, that an 
actual’ comparison cannot really be made, because you don’t know 
what the prices would have been under a fixed-price contract as com- 
pared to an incentive-type contract, unless you contracted for both 
of the items at the same time, by two different methods of contracting, 
which, of course, we don’t do. 

We'can only give you some cost and profit experience. But we can- 
not compare the two. They are not comparable. 

Mr. Taytor. Well, I think the Senator wants to know what:profits 
were realized by the contractor under the types of contracts: 

Senator THurmMonD. We would like to have this compilation show- 
ing all the information about it. 

neral Davis. We can furnish that. 

Senator THurmonp. I think it would be revealing and informative 
to the committee, 

(The information requested follows :) 


INFORMATION CONCERNING CosT AND PROFIT EXPERIENCE UNDER VARIOUS TYPE 
CONTRACTS 


1. Incentive-type contracts—A recent study. of 127 incentive-type contracts 
revealed that the actual cost of these contracts was. $219,703,000. less than the 
targeted cost ($6,096,825,000 actual cost as against $6,316,528,000 targeted), an 
underrun or savings of 3.5 percent. Specific profit data was not accumulated 
during the study but assuming a target profit of 8 percent (the predominant 
profit amount negotiated during the period in which these contracts were 
executed) and. adding 20 percent of the savings realized by reducing costs (20 
percent of $219,703,000 or $48,940,000) the contractors earned a profit of 8.9 per- 
cent on costs. The price to the Government was, however, $175,762,000 (80 per- 
cent of the savings of $219,703,000) less than targeted. 

2..Cost-plus-fired-fee-type contracts.—A recent study of 171 cost-plus-fixed- 
fee contracts revealed that the actual cost of these contracts was $700 million 
greater than estimated ($4,600 million actual cost as against $3,900 million 
estimated), an overrun or increased cost of 18 percent: Specific profit data was 
not accumulated during the study but assuming a negotiation fee rate of 6 per- 
cent (cost-plus-fixed-fee contract fee rates tend tq cluster between 5 and 7 per- 
cent of estimated costs) on the estimated cost of $3,900 million, and relating 
the fixed-fee dollars to the final cost of $4,600 million the rate of fee or profit 
realized by the contractors would drop to 5 percent. However, the cost to the 
Government of these contracts was increased by $700 million. 

3. Price-redetermination-type contracts—We have no detailed or conclusive 
data concerning the price-redetermination-type contracts. However, estimated 
profits on this type contract: generally range between 10 and 13.6 percent of 
estimated costs. 

4. Firm fixed-price-type contracts—-We have no detailed or, conclusive, data 
concerning the firm fixed-price-type contracts. However, estimated profits on this 
type contract generally range between 10 and 13.6 percent of estimated costs. 


Senator Tuurmonp. Now, Mr. Secretary, in recent, testimony, the 
Comptroller General cited several cases that tend to indicate. defi- 
clencies in the contract pricing area. Would you eare to comment on 
these reports and to tell us of any action you have taken to correct any 
deficiencies that exist ? 

Mr. Tayzor. I think Mr, Racusin is well up on that. 

Mr. Racusin. I think it is important, Mr. Chairman, to recognize 
at the outset that since June of 1959, 25 GAO reports pertaining to 
procurement, activities have been received, and 13 of these were final 
type reports submitted to the Congress. They pertain to contracts 
awarded during the years 1953 to 1958. 
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It is most important to put it in the proper time perspective. 

The Air Force initiates right now approximately 1 million procure: 
ment actions annually. We feel.that it would not be proper to con- 
clude that the reports which have reached the attention of Co 
are truly representative of our performance in managing our procure- 
ment responsibilities. 

I believe, also, that it is pertinent to state that we in the Air Foree 
feel quite strongly that we made major improvement in our procure- 
ment practices and nantes during the last 244 years. And in that 
connection, I think the Comptroller General has himself acknowledged 
that is so. 

With your permission, I would like to quote from a final report that 
he submitted to the Congress on one investigation he completed in 
which he said—— 

Senator Busu. What is the date of that? 

Mr. Racusin. This was in November of 1959, sir: 

The Air Force has recently taken aggressive action aimed at improving the 
pricing of its contracts. These actions include: 

(1) Impressing the contractor and Air Force personnel with the need for con- 


tractors to furnish current, complete and correct cost data for use in negotia- 
tions ; 


(2) Requiring contractors to certify that, in the preparation of price pro- 
posals and in negotiating contract prices, all available actual cost data have 
been considered and have been made known to the Air Force negotiators; 

(3) Requiring review by agency audit personnel of proposals on noncompen- 
tive procurements in excess of $50,000 ; 


(4) Requiring Air Force teams to perform surveys of contractors for estimat- 
ing departments ; 


(5) Placing increased emphasis on training of pricing personnel. 

We believe that the measures taken by the Air Force, if properly executes, 
ao contribute significantly to the negotiation of fair and reasonable contract 
prices. 

Senator Tuurmonp. I might state that when the Comptroller Gen- 
eral testified up here, recently, I suggested that he make contacts with 
the Defense Department and find out just what they had done to carry 
out his recommendations; and if they had not been carried out, to see 
if a discussion would bring about a reconciliation if there is any error 
on. anyone’s part, and see what can be done to bring us then the differ- 
ences between his office and the Defense Department and the reasons 
for those differences, so we will have the viewpoints of both. 

Mr. Tayxior. We would welcome such a visit from him, sir. 

Senator THurmonp. If he hasn’t contacted you yet, I imagine he 
will be doing that soon. 

Mr. Secretary, do your regulations governing incentive contracts 
prescribe the maximum amount of any reduction below the target cost 
that may be shared by the contractor? By this I mean, is the con- 
tractor’s share of any cost overruns limited to a fixed percentage such 
as 15 to 25 percent ? 

General Davis. Yes; there is a limitation. The last part of your 
question, I don’t believe I quite understand, but I can answer it this 
way: 

There is established a profit ceiling which he cannot exceed as a 
result of his underrunning the target costs. And this will, I would 
say, average around 12 percent. 

Senator Tuurmonp. We are speaking of the sharing formula, and 
what percent of the —— 
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Mr. Tayrtor. Well, the sharing formula is frequently 80/20, or 
75/25; something in that order. 

Senator THurmonp. Is there a maximum on it? Is that a fixed 
amount ¢ 

General Davis. It is negotiated in each case. It varies from 70/30 
to 95/5. 

Senator THurMonp. On what basis do you negotiate a different 
percentage in one case from that in another? 

General Davis. Well, a lot of things enter into it, but primarily 
it is the degree of risk which the contractor feels willing to take, which 
both parties actually feel willing to take. 

Senator THurmMonp. Let me see if Mr. Darden, our able counsel, has 
any more questions. 

you have any questions? 

Mr. Darven. I believe not. 

Thank you, sir. 

Senator THurmonp. Mr. Secretary, I wish to thank you. I think 
that completes my questions. 

We appreciate your appearance here, and the information that you 
brought to the committee. I think you have been very helpful to us. 

Mr. Taywor. Thank you very much. 

(Whereupon, at 4:10 p.m., the hearing was recessed, subject to call 
of the Chair. ) 


x 





